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Preface 


This outline is intended to serve both as a comprehensive 
review of business law and as a text. Not merely principles, 
but their rationale and historical development are set forth. 
Abstract rules are extensively but concisely illustrated by 
means of actual cases bailed down to their quintessence. 

The student preparing for C. P. A., Civil Service, or other 
examinations of which business law problems form an im- 
portant part, will find what he needs here. Refinements of 
principle have been relegated to small type, a matter of some 
convenience when a quick review is desired. At the same 
time their inclusion broadens the scope of the book’s useful- 
ness as a ready reference manual for accountants and 
businessmen. 

The outline comprises History and Development of Com- 
mon Law, Contracts, Sales, Agency, Negotiable Instruments, 
Partnership, Corporations, Security, Bankruptcy, Govern- 
ment Regulation of Business, and War and Emergency 
Powers of the President. The treatment of government 
regulation of business is in proportion to the ever increasing 
importance of the subject, and those engaged in governmental 
or administrative work will find many Supreme Court ded- 
idons and much statutory material brought within a narrow 
c^^ass. 


H. W. B. 
C. M. 
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Part I: Common Law and 
Its Development 


Chapter I 

COURTS AND REMEDIES 

There has been much philosophizing about the nature of 
law, particularly on the continent of Europe. The realistic 
view prevailing in Anglo-American jurisprudence empha- 
sizes the dominant part of the courts in the declaration and 
administration of law and sees the law as the apparatus (the 
aggregate body of rules recognized by the community as 
binding and enforced by the courts), whereby (with ab- 
solute equality, in theory) they actually determine legal 
rights and duties in pending controversies. Law is there- 
fore classified as a social science. It is a living phenomenon 
having a real existence in relation to the facts of human 
affairs. Its evolution has been profoundly affected by the 
fact that (particularly in earlier times) its development de- 
pended on the chance circumstances of particular cases hap- 
pening to come before the courts. ^ Wrongs, originally seen 
as crimes (to be atoned for or punished), came to be seen 
also as torts ^ (giving rise to a right of compensation), and 
through this concept of delictual obligation the courts later 
worked out the coitsensual obligations of contracts not un- 
der seal. 

THE DEVELOPMENT OF THE 
ENGLISH COURTS 

For most practical purposes, it has been said, history of 
English law does not begin until after the Norman Con- 
quest (1066). Central authority in Europe had collapsed. 

1 I'his is true both of substantive law (declaring and defining rights and duties) 
and of adjective law (practice, pleading, evidence, judgment, and execution 
concerned with the procedure for the effectuation of rights and duties in the 
courts) . 

2 A tort is a civil injury to a legally protected interest (other than a breach 
of contract) remediable in a common law action for damages. In tort D’s 
(the defendant's) duty is created by law, whereas in contract it is consensual 
(created by mutual consent). 
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Society was assumed to be normally at war and accordingly 
to be organized on the basis of the decentralized militarism 
whose foundation was land tenures — feudalism. The lord 
was bound to protect his man and to respect certain property 
rights of the latter, and the man was subject to the jurisdic- 
tion off the lord’s court and owed the lord fealty, counsel, 
and services. The exceedingly high degree of administra- 
tive efficiency attained by the Normans in the hundred years 
before 1066 (particularly as to financial organization) was, 
after the Conquest, directed upon governmental affairs in 
England. Within four centuries thereafter the “king’s 
courts” had emerged. First; from the Exchequer (where 
sheriffs had made accounts) came the Exchequer of Pleas 
(originally where accounts were settled), which by the end 
of the twelfth century was deciding cases of all sorts 
(bearing no necessary relation to revenue) and which 
(after a movement in the next century toward restricting 
its authority to finance) greatly extended its jurisdiction 
by allowing the plaintiff (P) to allege the fiction (which 
D, the defendant, was not allowed to traverse) tliat D’s 
failure to pay P left P in turn unable to pay the king, 
wherefore the Exchequer (until 1832) would issue a writ 
against D. * In 1178 a new central court was created with 
civil jurisdiction and expressly subject to the supervision 
of the Council. It later became the Court of Common Pleas, 
with exclusive jurisdiction over real actions (until the evo- 
lution of another fiction in the seventeenth century). Out 
of the political and administrative activities of the Council 
came in the thirteenth century a third court (the King’s 
Bench), which heard Pleas of the Crown (criminal cases 
in which the Crown had a particular interest) and appeals 
from Common Pleas, issued “prerogative’* writs, and sought 
by fictions^ to extend its jurisdiction (original and appel- 
late). By the fourteenth century the judges, who at first 
(during the twelfth and thirteenth centuries) had acted with 
fairly broad discretion, became far more narrow and tech- 

3 This was the quominus writ (Quominw Sufficiens Ejeistit), 

4 Such as the £t7/ of Middlesex, alleging that D, having committed a (ficti* 
tious) trespass *'latitat et discurrit** and adding a clause iae eHatn: and more- 
over) which set out the real clause of action. 
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nical in this regard. By this time various circumstances 
were operating to bring cases to the king’s courts rather 
than to the local or other courts — their issuance of writs 
recto tenendo) ordering the lord to do justice in his 
thej^p^ontr, who otherwise would be heard in 
the kih^^ the second hali of the twelfth cen- 
tury ofi^f thought to have been essential in 

an action «fHfiTOhold ; moreover in such action the tenant 
could refuse “trial by battle” and put himself on the more 
desirable “grand assize” of twelve sworn neighbors), their 
protection of one in possession of land claiming a freehold 
(from about the same period) at the expense of the dis- 
seisee’s right of self-help, and their recognition of torts (be- 
ginning with trespass in the thirteenth century). In the 
meantime, the ecclesiastical courts (administering the canon 
law) were excellently organized and asserted an extensive 
jurisdiction including authority over ecclesiastical status and 
persons, matrimonial relations, and testamentary causes 
(testacy and intestacy). Until the Reformation their court 
of last resort was the Papal Curia at Rome- They then be- 
came royal courts, from which there was right of appeal to 
the Court of Delegates (from 1832 to the Privy Council). 
In 1857 their civil jurisdiction over matrimonial and probate 
cases was transferred to the Probate, Divorce, and Admi- 
ralty Division of the High Court. 

The use of writs (executive orders — not in the first in- 
stance necessarily connected with litigation — issued by the 
king and sealed with his seal, ordering the sheriff to bring 
or to summon D) increased very greatly with the extension 
of royal power after the Conquest. Without an originating 
writ neither an%ction in the king's courts nor (since the 
early thirteenth century) an action anywhere concerning 
freehold, could be begun; and writs were, by the twelfth 
century, in familiar and increasing use as the recognized 
mode of starting extraordinary suits in the royal courts. 
The evolution of our substantive law was chiefly the history 
of the development of remedies in terms of writs and pro- 
cedural forms, each “procedural pigeonhole” having its own 
rules of substantive law. At the head of the bureau which 
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issued writs (routine or special) was the chancellor, who 
became a great political personage, custodian of the great 
seal. Probably as a matter of convenience, the Council 
delegated to him, with his trained secretariat, petitions for 
extraordinary advice and relief where at common law a 
remedy was either lacking or unavailing. Thus from the 
fourteenth century on the chancellor came to give (in his 
discretion) an effectual remedy (simpler and quicker, far 
more flexible and unconstrained by precedent for more than 
three centuries) as equity and good conscience** seemed to 
him to define the duties of the respondent (as in the case 
of a trust, held binding since the fifteenth century). While 
chancery never claimed to be superior to courts of law, it 
did assume to issue personal directions to a party before it 
and thus to require such a party not to go to law, whereas 
the law courts could not forbid a party to invoke the aid of 
chancery. In 1616 the Chancellor (Lord Ellesmere) thus 
enjoined (forbade) the enforcement by D of a common law 
judgment (against P) obtained by highly improper means, 
whereupon the Chief Justice (Coke) caused P to be in- 
dicted. James I, far from reluctant to appear supreme over 
all his judges and all his courts, exercised the royal pre- 
rogative in favor of chancery on the basis of a strong cur- 
rent of practice since the fifteenth century, and its juris- 
diction continued and is still an integral part of judicial ad- 
ministration. 

From the custom of the king's court as the common law 
of the land three classes of persons — priests, mercliants, 
and Jews — were more or less exempt. Although commerce 
was not yet the normal occupation of the nation, merchants, 
to whom the eitpeditious and nontedmical handling of their 
legal affairs was more important than anything else, had the 
privilege of resorting to local courts such as borough courts, 
fair courts, and staple courts, hdd under crown grant. Few 
mercantile cases came to the royal courts; and while it is 
impossible to be dogmatic (since the records of the local 
courts have been destroyed, whereas reports of law cases 
go back to Edward I and of chancery cases to Elizabeth, 
though the aggregate down to Charles II is small), it is 
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generally held that from the thirteenth century in maritime 
and commercial cases the mercantile courts applied a body 
of mercantile law (with slight, local variations) interna- 
tionally recognized in the trade of western Europe and the 
law of the sea® and supposed to be foimded on the law 
of nature — the law merchant, from which developed the 
rules of bills and notes, sales of goods, partnerships, guar- 
anty, insurance, and agency. By reason of the waning im- 
portance of the fair courts (as trade became localized in 
the cities) and, perhaps, of the inefficiency of the other 
local courts, the judicial power of admirals developed into 
the jurisdiction of the Court of Admiralty (originally con- 
fined to cases starting outside England), which was “ruled 
by equity and marine Iaw“ and whose regular records, be- 
ginning under Henry VIII, disclose dealings with maritime 
and commercial contracts (such as bills and notes, bills of 
lading, and policies of insurance) long before they were 
known to the common law courts. Its jurisdiction became 
so extensive as to attract the attention of the common law 
courts, ® which in the sixteenth century proceeded to extend 
their jurisdiction at the expense of that of the Lord High 
Admiral, permitting (nontraversable) fictions that a contract 
was made in Bordeaux “in Cheapside'' and issuing writs of 
prohibition to his court as to an “inferior Court” ; and by 
the seventeenth century admiralty authority had shrunk to 
little more than jurisdiction over contracts made and per- 
formable, and torts committed, on the high seas, while in 
the same period the king's courts were allowing assumpsit 
on a bill of exchange (1602) and permitting nonmerchants 
to become parties thereto (1690). In mercantile contro- 
versies thus required to be brought to the king's courts, 
mercantile customs were gradually recognized as part of the 
general law of the land, so that by 1765 Lord Mansfield 
(Chief Justice of the King’s Bench, 1756-1788) could say 
that the law of merchants and the law of the land were 
the same. 

5 Such as the Byzantine codification of Rhodian Sea Law (tenth century), the 
sea Codes of Olcron (tweUfth century), Barcelona (The Consulate of the Sea: 
fourteenth century), and Wishy, 

6 These had now developed the remedy of assimpsH. 
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FORMS OF ACTION 

Before 1066 wrongs of violence were matters to be 
avenged by the injured party and his kindred. Then, as 
an alternative to the “feud,” the community encouraged the 
giving and acceptance of compensation in place of the sur- 
render of the offending person or thing or retaliation to 
the point of inflicting equal harm. When feudalism came 
in, the king sought to protect a general or special peace — 
not without a view to sharing the proceeds. Then such 
wrongs became felonies. The crown set up machinery to 
discover crimes and itself created new ones. By the middle 
of the thirteenth century the jurisdiction of the king's courts 
over felonies and over many civil wrongs was clear. 

In the empirical evolution of our substantive law, re- 
medial forms of action — and particularly the system of 
writs — played for centuries a part of paramount impor- 
tance. Social interest in the safeguarding of acquisitions 
was still dominant — the criminal law protecting the land- 
owner from violence and the common law securing him in 
possession. The emphasis was on possession (intent to con- 
trol effectively and exclusively, implemented by actual or 
constructive power so to control) rather than on ownership 
(the entirety of powers of use and disposal allowed by law). 
Property rights were rights to resist invasion of possession. 
The more important wrongs were conceived in terms of 
property. By the end of the twelfth century the disseisee 
(except for an extremely brief right of self-help) was com- 
pelled to invoke the possessory assize of the royal court. 
Trespass was the deliberate and violent breach of the king's 
peace by forcible invasion of possession. Writs of trespass 
had so developed as to be writs issuing “as of course” in 
the thirteenth century, the “quare” action (qmre clausum 
freffit) for damage to property being used to sue for dam- 
ages (rather than vengeance) though entailing as well pay- 
ment of a fine to the king for breach of the peace, and 
ordinarily containing no felony charge, and the procedure 
being half criminal, half civil. In addition to familiar types 
of trespass by direct physical act (carrying off P's goods. 
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invading P’s possession of land and doing damage, or forci- 
ble aggression against P or his property) there developed 
the use in the king’s courts of writs framed to meet un- 
classified situations (not involving physical force and pre- 
viously dealt with in the local courts) which came to con- 
stitute the action of ‘‘case,” where the damage was caused 
either by means less personal than in trespass or by 
omission to act. “Case” was extended by fictions to many 
actions of malje^a nce and misfea^nce, but always to 
wrongs with special names and their variants — a wrong of 
assault, a wrong of battery, a wrong of conspiracy, a wrong 
of conversion, a wrong of deceit, a wrong of libel or 
slander, a wrong of negligence, a wrong of nui^nce, a 
wrong of trespass. There is no generic concept of one 
province of civil wrongs (neither breach of contract nor 
breach of trust) with liability rested either on intent (when 
the function of law was supposed to be the effectuation of 
the utmost liberty of the individual) or on a social interest 
in the general security. 

For a long time, neither the ^clesiastical recognition of 
the validity of agreements regardless of form nor the recog- 
nition (on the continent) of mercantile practice made head- 
way against the procedural system in the king’s courts, 
which (in the times of Edward I to Edward III) as to con- 
sensual obligations recognized only: 

1. Proprietary actions of debt, either on formal obliga- 
tions under seal specifying a sum certain, or on “real” con- 
tracts (on executed consideration) for the specific restora- 
tion of a thing or a liquidated amount received by D and 
belonging to P ; 

2. Actions of covenant on a sealed acknowledgment of 
obligation; 

3. Actions of account (upon a relational obligation in 
favor of lord or principal against bailiff or factor) ; and 

4. Actions of r^kvin (originating in an action in the 


7 The wrong of detaining P’s chattels was also recognized at an early time, 
but rather as an offshoot of the ancient action of debt (as on a deed or for 
rent, price, or statutory penalties). 
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sheriff’s courts by the owner of chattels allegedly distrained 
illegally by lord or lessor). 

By the time of Edward III one type of the increasing 
actions “on the case” was assumpHt, where D (a surgeon, 
smith, barber, carpenter, or bailee, or one assuming the du- 
ties of a public calling) ^'undertook** to produce a specific 
result or to do something skilfully, and was held liable by 
P, suing in “case,” for the harm directly resulting from his 
misfeasance (whether the basis of recovery was trespass or 
deceit was not always clear). Thus (in 1348) D “under- 
took” to carry P*s mare in D’s boat safe across the River 
Humber, whereas he overloaded the boat and the mare was 
drowned: P apparently sued on an assumpsit, and the 
King’s Bench intimated that the overloading was a tort 
(trespass). A century later it was held deceitful for D (em- 
ployed by P to buy a manor for P, or paid by P for his 
promise to convey land to P) to buy for or convey to A. 
Although it is harder to see failure to act as a trespass, fail- 
ure to build a mill as agreed was held actionable (1424) 
and in the time of Henry VII assumpsit was held to lie for 
nonfeasance where D (having already received the quid pro 
q%io) failed to perform the agreed exchange (whether act 
or promise) by reliance whereon P was damaged. Finally 
in 1602 it was held that “every contract executory itnports 
in itself an assumpsit,” so that the precedent “occasion” or 
causa (the “consideration,” in modem terminology) essen- 
tial to support D’s promise might be an earlier debt, an act 
or promise as “present consideration,” or a detriment to the 
promisee requested by the promisor. D was therefore liable : 

1. Where, having “assumed” to act, and having induced 
P to change his position by entrusting to D his person or 
property, D was treated as having committed a tort if he 
injured it carelessly or wholly failed to do what he had 
agreed; or 

2. Where D’s later promise rested on a benefit previous- 
ly received by him and constituting an earlier debt. 

In addition to express and implied contracts (whose obli- 
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gation is consensual) there are resHtuHonal duties imposed 
by law upon D quasi ex cor^actu to prevent his being un- 
justly enriched at Fs expense, irrespective of any explicit 
intent or promise manifested by D, and although the parties 
are unable or unwilling to agree. For a time P was obliged 
to resort to chancery for recognition and enforcement of 
obligations thus implied in law, but after the gradual exten- 
sion of “case” it was not much of a stq> to ''indebitatus 
assumpsit" — "quantum meruit" "quantum valebant," 
“moneys had and received,” and “money paid” — to recover 
danu^es to the full amount of the debt (not the debt itself), 
and Lord Mansfield turned from the concept of a fictitious 
contract to “ties of natural justice and equity” and "ex 
aequo eh hono" as indicating the basis of recovery. 

PROPERTY 

Although there had been an infiltration of feudalism into 
England before 1066, the completeness of the Norman Con- 
quest made possible its unprecedentedly speedy and com- 
plete development in England, Within twenty years, a de- 
tailed survey of resources (the Domesday Book) was pre- 
pared. Heritable estates in land were recognized by Henry 
I as to tenants holding directly of him, and within a century 
or so became an ordinary incident of a “fee.” We have 
seen how the protection of sei^ was deemed incidental to 
the extension of the king's peace under Henry II (there 
could be no disseisin without a judgment and only the king’s 
courts had jurisdiction over controversies about possession 
of land). Alienation of estates in land (first, perhaps, to 
the Church) was, after various attempts to prevent it, free, 
the assent of the lord being unnecessary after 1290. 



Chapter II 

THE SOURCES OF LAW 
AND JURISDICTION 

THE SOURCES OF LAW 

(a) The Common Law consists of principles based on 
immemorial custom and enforced by the courts (in the ab- 
sence of applicable statute). It is traditionary, imwntten 
law (not declared by a body having legislative authority), 
of Germanic origin, developed in the English courts during 
the period beginning with the thirteenth century and ex- 
tending into the eighteenth, and brought to this country by 
the colonists (whose common law was made up of English 
common law and English statutes then existing — with 
such exceptions as different conditions here required — 
together with local legislation modifying the common law 
and local usages adopted in a given colony by general con- 
sent). The common law is thus a system of elementary 
principles and general juridic truths, resting for authority 
upon common recognition, consent, and use, evidenced by 
court decisions, continuously expanding with the progress 
of society, and adapting itself to the exigencies and usages 
of the country and to commerce and the mechanical arts. 
It fills the gap filled on the continent of Europe by Roman 
law. There is no common law of the United States, but 
rather a separate system of common law in each of the 48 
states. Common law is affected, though not dominated, by 
precedent — ^until the end of the thirteenth century the judicial 
function was to evaluate, rather than to follow slavishly, the 
general and immemorial customs of England. Then, from 
the persuasive authority of analogous decisions (whose very 
number might evidence long-established, and therefore con- 
trolling, custom) the system of stare decisis (adherence to 
precedent) developed gradually to the period of its greatest 
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influence in the last part of the eighteenth century. Deci- 
sions are cited as early as the beginning of the twelfth 
century to prove what a given custom is and the record of • 
proceedings in the king’s courts goes back to the end of 
that century, while the yearbooks, compiled apparently to 
furnish precedents for the judges, begin about a century 
later (1284). The influence of precedents (whether 
“squarely in point” or applicable by analogy) is now much 
qualified in practical application — especially since courts 
do not hesitate to avail themselves of nonlegal materials. 
The American Law Institute (organized in 1923 and large- 
ly supported by the Carnegie Corporation), whose member- 
ship of about seven hundred includes justices of the 
Supreme Court of the United States, senior judges of the 
federal Circuit Court of Appeals, chief justices of a num- 
ber of states, certain officers of bar associations, and deans 
of a number of law schools, was formed to prepare an 
orderly restatement of the common law in the interests of 
clarification, simplification, and certainty. It has adopted 
and promulgated a number of such restatements, of which 
the first was the Restatement of the Law of Contracts 
(1932). 

(b) Equity, The development of Chancery jurisdiction 
in England has been considered already. In this country 
there are six states, including New Jersey, which have 
separate courts in equity. In most states, however, there 
are no separate equity judges specifically appointed as such; 
and equitable rights or defenses are there adjudicated, 
broadly speaking, by the same judges, and in the same 
manner, as are common law rights and defenses. 

The cases under equity jurisdiction at the present time 
may for convenience be grouped under three heads : 

1. Where the status or situation of the parties is such that the 
remedy at law is not available or appropriate (as in the case of 
husband and wife, or of partners prior to dissolution) ; 

2. Where there is not a plain, adequate, and complete remedy 
at law (as where the remedy of damages is inadequate to do com- 
plete justice); 

3. Where the subject matter of the action js particularly one 
of equity jurisdiction as a matter of history (as in the case of 
mortgages and trusts). 
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Two important remedies (now available only in equity, 
though very closely analogous to remedies formerly given 
by common law courts) should be noted. 

The ordinary common law remedy is money damages; 
it rarely compels a person to perform literally and exactly 
what he has agreed, or is under other duty to do. He 
may refrain from doing it, and a court of common law 
can, and will, merely give judgment that he pay to the 
other party the estimated money equivalent of the loss sus- 
tained by the latter. In some cases a court of equity says 
this “money equivalent” is no equivalent; that “in equity 
and good conscience” one who is under a duty to do a 
thing should do that thing and not merely pay damages for 
not doing it; and a decree may be entered to the effect 
that he shall do that thing. A decree for specific perform- 
ance of a contract is proper (notwithstanding the i)Ossi- 
bility of relief by restitution, replevin, or mandamus) as 
against one who has committed or threatened a breach of 
contract if the legal remedy of money damages would not 
be adequate, as in the case of a contract for the transfer 
of an interest in land. In considering the adequacy of the 
legal remedy of money damages regard should be had to 
the degree of difficulty in evaluating accurately tlie subject 
matter, the effect of breach and the harm to the complain- 
ant, sentimental and aesthetic values which cannot be esti- 
mated in money, the difficulty or impossibility of obtaining 
performance by money damages, the collectibility of money 
damages, and the liklihood that multiple litigation will be 
necessary to collect compensation. Specific performance is 
discretionary and will not be decreed as to a promise to 
render personal service or supervision or where it would 
constitute a preference.^ 

Again, a court of law has no preventive jurisdiction; it 
can act only after a legal injury has been sustained. If 
the wrongdoer has no property out of which he may be 
compelled to pay damages, a common law judgment against 
him is an empty form. In some cases, however, a court 

l Compare genetally tbe Rejtaimewt of Contracts, $358 -$380. 
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of equity may intervene before the wrong has been done 
and, on the ground that it is against ‘'equity and good con- 
science" to inflict irreparable injury, may enjoin (forbid) 
the doing of the wrong. The common law can give a 
remedy only after the harm is done (and then only a 
judgment for money damages against individuals who may 
be execution-proof). A court of equity may forbid the 
respondent to do the illegal act from which the complainant 
justifiably anticipates harm. 

(c) Statutes. Whether legislation was a Roman idea 
brought to England by missionaries or is to be held ancil- 
lary to the judicial power in political history, it came to 
be taken for granted as a governmental function only with 
Parliamentary supremacy in the seventeenth century, with 
the conviction that changes of custom could no longer keep 
pace with social changes. Hitherto law in England had 
meant primarily custom; and interference with custom was 
proper only as to details and during an emergency, after 
consultation with the magnates. In this orthodox view it 
is something exceptional, with no necessary or systematic 
relation to the general body of the common law, introduced 
not as an expression of principles but to meet a special 
situation and that only. The scope of legislation today is 
restricted only by constitutional limitations (of state and 
federal constitutions). A few Western states have adopted 
the so-called Field Code, and Georgia has a complete civil 
code. An important field of legislation is that represented 
by the Uniform State Laws, proposed by the Commission 
on Uniform Laws, of which one (the Negotiable Instru- 
ments Law) has been adopted in every state in the Union, 
and another (the Sales Act) has been adopted by more than 
thirty states, 

(d) Law Merchant. The history of the law merchant in 
the local courts, and later in the royal courts, has been 
briefly set out. It consisted of usages of trade in different 
departments of commerce proved in court and ratified by 
legal decisions, upon the assumption that persons enter- 
ing upon transactions in different departments of trade dealt 



BUSINESS LAW 


14 

with each other on the footing of any custom or usage 
generally prevailing in those departments, so that the usage 
is “engrafted upon or incorporated with” the law and ac- 
cordingly binding on the courts, 

Remittances in the international exchange by nonnego- 
tiable bills of exchange, writings obligatory payable to 
bearer (known among merchants as early as the thirteenth 
century), order bills of exchange permitting one negotia- 
tion, the use of domestic bills of exchange between traders 
(and later by and between persons not traders) enforceable 
in the Court of the Lord High Admiral in the sixteenth 
century, the recognition of successive negotiations (though 
for a time held to constitute the indorsee merely the agent 
of the payee), and numerous presumptions in aid of the 
holder, followed as the use of these extremely convenient 
contracts in the development of trade extended. The nego- 
tiability of bills of exchange was apparently completely 
recognized “at common law” by the beginning of the 
eighteenth century. Bearer promissory notes were familiar 
in the time of Edward IV (the fifteenth century) but as 
late as the eighteenth century they were held not technical- 
ly transferable except to attorneys, and in 170+ Lord Holt 
declared that (unlike bills of exchange) they had no ]>roper 
place in the common law. They were made negotiable, by 
the familiar Statute of Anne of 1705. The quality which 
merchants desired and found in negotiable instruments 
(bills of exchange and promissory notes), and which the 
common law never admitted, may be stated most simply 
in terms of the basic difference between common law 
assignability (transferability subject to all defenses) and 
mercantile negotiability (personal defenses available to 
prior parties inter se not being available as against a holder 
in due course). In the eighteenth century merchants were 
encouraged (if not compelled) to try their causes in the 
common law courts, and the development of the law mer- 
chant was thereafter in those courts. The law merchant in 
the United States followed closely that of England. With 
the tremendous extension of commerce and its instru- 
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mentalities during the last quarter of the nineteenth cen- 
tury the imperative need of uniformity in the law of nego- 
tiable instruments found expression in the Negotiable 
Instruments Law of 1897, which has been adopted by every 
state in the Union, the last being Georgia (1924). 

JURISDICTION 

Jurisdiction is the authority of a court to hear and deter- 
mine a pending controversy. Criminal jurisdiction (that 
is to say, authority to pass upon breaclies of the duty to 
conform to rules of conduct enacted by the state in order 
to advance its welfare as such) is purely local. A crime 
against the laws of New York is not punishable as such 
crime anywhere in the world except in New York. Though 
the (international) extradition or (interstate) rendition of 
the accused may be requested, he cannot be tried for the 
crime except in the proper court in New York. On the 
other hand, most civil actions are transitory; that is to say, 
an action for a breach by the defendant in Connecticut of 
a contract made in New Jersey, or an action to recover 
damages for a tort committed by the defendant in Vermont, 
may usually be maintained in a court of New York if that 
court can get civil jurisdiction over the controversy. Civil 
jurisdiction in an action at law may be in personam or in 
rem. Jurisdiction in persononn means that the defendant 
was served by a proper officer with process (a copy of the 
writ and summons in a common law action of contract or 
tort) while he was within the geographical limits within 
which the court has power. Such service gives the court 
authority to proceed with a final judgment binding on the 
defendant (and enforceable as such in other courts) 
whether or not he actually appears and answers. Jurisdic- 
tion in rem means that the action is begun by a proper 
officer attaching property of the defendant situated within 
the geographical limits within which the court has power. 
Here, as before, the court may proceed to final judgment, 
but that judgment is conclusive only in that court and as 
to that property, and is open to collateral attack as to the 
merits of the controversy. 
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On or before the return day of the writ the plaintiff 
must file his declaration (stating the facts necessary to con- 
stitute his cause of action) together with the writ (with 
the officer’s return thereon) and the proper court fee. The 
defendant has then a certain length of time in which either 
to answer or to demur, or both. The answer may either 
deny categorically the allegations of the writ and declara- 
tion or declare the defendant’s ignorance thereof (leaving 
the plaintiff to prove them if material), and/or it may state 
the facts on which the defendant intends to rely in avoid- 
ance. A demurrer challenges the legal sufficiency of the 
allegations of fact in the writ and declaration, claiming 
that they do not, as a matter of law, set out a cause of 
action. If the demurrer is sustained, judgment is entered 
for the defendant unless leave is given to plead over. If 
it is overruled, the case goes to trial on the writ, declara- 
tion, and answer. In equity the complainant's bill states 
the material facts relied on and the respondent's answer 
must specifically admit, deny, or explain each such mate- 
rial allegation or declare the respondent's ignorance thereof. 
(The respondent in equity may demur as may the defen- 
dant at law). 

The purpose of the pleadings is to raise issues of fact. 
These facts are then established by trial, before a jury or 
otherwise (there is no jury in equity). Unless intervening 
motions prevent it, the case goes to judgment accordingly, 
ordinarily at some fixed time such as the first Monday of 
each month or week. A dissatisfied party may have alleged 
errors of law (but not questions of fact) considered by an 
appellate court. The judgment of the state court of last 
resort is final as to matters of state law, except tliat the 
Supreme Court of the United States at Washington may 
review : 

1. A judgment deciding that a treaty or statute of the 
United States is invalid; 

2. A judgment that a state statute is valid, where such 
statute was attacked on the ground of its being repugnant 
to the Constitution, treaties, or laws of the United States ; 
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3. A judgment in any case involving any title, riglit, 
privilege, or immunity specially set up or claimed by either 
party under the Federal Constitution, laws, or treaties. The 
power to review in this case may be exercised as well where 
the Federal claim is sustained as where it is denied (Judicial 
Code, section 344 a, b). 

The state courts are ordinarily divided into three classes : 

(a) Inferior Courts — police, districts, and municipal 
(magistrates sitting without a jury) — with limited civil 
and criminal jurisdiction over a small geographical unit 
such as a city or group of adjoining towns. 

(b) Superior Courts, with unlimited civil and criminal 
jurisdiction over a county — jury and jury-waived sessions, 
equity sessions, probate or surrogate courts, and land courts 
(where there is a system of land registration). 

(c) Supreme Judicial Courts or Courts of Appeal, where 
jurisdiction is over the whole state, and is almost entirely 
appellate, though some of them still have original jurisdic- 
tion in equity and over prerogative writs. 

In New York original jurisdiction is in the Supreme 
Court (trial terms and special terms), the County Courts, 
the City Court of New York, the Municipal Court of the 
City of New York, Justices Courts, and Surrogates Courts. 
Appellate jurisdiction is in the Supreme Court (Appellate 
Division) and thence in specified cases to the Court of 
Appeals (the court of last resort). 

The federal courts are organized with the lowest unit 
the District Court of the United States, with jurisdiction 
over all or part of a state. Thus the four Federal Courts 
for the District of Maine, the District of New Hampshire, 
the District of Massachusetts, and the District of Rhode 
Island make up the First Circuit (which also has jurisdic- 
tion over appeals from the District Court of Puerto 
Rico). A federal court has diverse jurisdiction including 
criminal jurisdiction over offenses against the United 
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States, and civil jurisdiction in admiralty® and maritime 
cases, copyright and patent cases, and bankruptcy proceed- 
ings. There is also an important group of cases which, 
though begun in the State Court, may be removed by the 
defendant to the corresponding Federal District Court — 
including cases (where the matter in controversy exceeds 
$3,000 exclusive of interest and costs) involving a federal 
question (arising under the Federal Constitution laws or 
treaties) or diversity of citizenship (where the defendant 
is sued outside the state of which he is a resident),* cases 
where a nonresident defendant cannot get a fair trial in 
the state court because of local prejudice or influence, and 
cases where a defendant is denied a right secured to him 
by legislation providing for equal rights of citizens of the 
United States. 

An alleged error of law on the part of the District Court 
may be re-examined by the proper Court of Appeals (of 
which there are ten), and special cases may he taken thence 
to the Supreme Court of the United States at Washington 
either by certiorari (in matters of importance and at the 
discretion of the Supreme Court) or by appeal or writ of 
error as a matter of right. This court is thus the highest 
court of appeal in all questions of law for the federal 
courts, and on federal questions for the state courts of last' 
resort. By a recent decision it was held that lower federal 
courts are to follow the applicable state law (statutes and 
decisions) as to state matters. 

Similarly the Supreme Court has held that a slate statute 
of limitations applies to a civil action for equitable relief 
brought in a federal district court which has jurisdiction 
solely because of diversity of citizenship {Guaranty Tru^t 
Co. V, York, 65 Sup. Ct. Rep. 1464 [1945]). 


2 Admiralty jurisdiction includes maritime contracts (charter parties, contracts 

affreightment, demurrage, carnage of goods, marine insurance, freight, 
wharfage, towage, supplies and repairs, masters” and seamen's wages), torts 
(t^ng en^t on navigable waters and concerned with the equipment, operation, 
^®“^^*sciplme of the vessel) and matters connected with the registry of 

3 Similarly a plaintiff suing outside his state may begin the case in the Federal 
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Chapter III 

PRELIMINARY DEFINITIONS 

DEFINITION OF A CONTRACT 

A contract is an agreement enforceable through legal pro- 
ceedings. The elements of such an agreement are: 

1. Manifestation of mutual assent, 

2. Compliance with evidentiary requirements, 

3. Reality of consent, 

4. Consideration, 

5. Capacity of contracting parties, 

6. Legality of means and object. 

Each of these elements will be the subject of a separate 
chapter. 

CLASSIFICATION OF CONTRACTS 

Some classifications will be explained in later chapters. 
Those given below are introduced at this point merely to re- 
move the mystery that surrounds an unfamiliar terminology. 

Formal and Simple Contracts. A formal contract de- 
pends for its efficacy upon being expressed in a particular 
form (deeds under seal, recognizances [conditional judg- 
ments], checks, other bills of exchange, and promissory 
notes). A simple contract depends for its efficacy not on 
form, but on the fulfillment of the six requirements enu- 
merated above. A simple contract may be oral or written. 

Executed and Executory Contracts. An executed con- 
tract is one that has been performed by all parties. An ex- 
ecutory contract is one which has not been performed. A 
contract may be partly executed and partly executory- (E.g., 
A contracts to sell and deliver goods to B for $500 to be paid 
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in thirty days. A delivers the goods. The contract is exe- 
cuted as to A, executory as to B, as B has not yet paid the 
agreed price.) 

Express Contracts and Contracts Implied in Fact. An 
express contract is manifested by the virords of the parties, 
whether oral or written, or partly oral and partly written. A 
contract implied in fact is inferred from circumstances. 
(A steps into a taxicab and gives the driver a certain ad- 
dress. Having been transported to tliat address. A is bound 
to pay the fare, although he has not in words promised to 
do so.) 

Contract Implied in Law (Quasi Contract). This is a 
misnomer. It means simply that in certain specified situa- 
tions where A has conferred a benefit upon B, B must pay 
A the reasonable value thereof if B’s retention of the bene- 
fit would constitute unjust enricliment at A’s expense. (A, 
a doctor, renders first aid to B while the latter is uncon- 
scious as the result of an aeddent. B must pay A the fair 
value of the services rendered.) 

Mecming of P and D. Unless the context indicates a 
different meaning, P is used throughout the following 
chapters to denote the person bringing suit (the plaintiff) 
and D to denote the party against whom suit is, brought 
(the defend ant L 
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MANIFESTATION OF MUTUAL ASSENT 
AGREEMENT 

Agreement means that the minds of the parties have met 
on the terms of their bargain. Since the law cannot look 
directly into the minds of the parties, agreement must be in- 
ferred from their words or acts or both. Agreement, there- 
fore, may be defined as a manifestation of mutual assent. 
Accordingly, if D signs a written instrument, he is ordi- 
narily bound by its terms. It is immaterial that D could not 
or did not read the instrument or that he misinterpreted its 
meaning. All that is necessary is that D knew he was con- 
tracting, and that he was not tricked into signing. By sign- 
ing D manifested his assent to the terms of the instrument. 
Agreement in this sense is to be distinguished from : 

1. Uncompleted negotiations where the parties have not 
arrived at the point of agreement ; as when the parties agree 
upon the lease of a building which is to be altered in accord- 
ance with “plans to be mutually agreed on” (in the sense of 
agreeing now that they will in the future agree on such 
plans as they can then agree on). 

2. Vague understandings not sufficiently definite to be 
enforceable; as when a wholesaler agrees with a jobber to 
sell to him on such terms that he can meet competition in 
his territory. 

3. Provisional understandings not to be effective until 
embodied in a formal record which is intended to be the 
binding and exclusive expression of the agreement. In some 
cases, however, the formal record may be no more than a 
convenient memorial of a pre-existing contract intended by 
the parties to be their final agreement. The execution of a 
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Standard form of contract may thus be merely the expres- 
sion, in a more formal document, of a bargain already made. 

OFFER 

An offer is a promise to act or to refrain from acting on 
condition that the person to whom the offer is made (of- 
feree) acts or refrains from actin g or pro mises. to act or 
refrain f rom acting in the m anner specifie d i n the offer. 
(D offers to deliver certain property to P on payment by 
P of $50.) In a bila teral contract mutual promises are ex- 
changed and each party isTotE' promisor* and^prohilsee. In 
a unilaterca contr^tjpcit offeree exchanges for the offeror’s 
promise something other than_ a promise. 

Preliminary Negotiations Not Constituting Offers. 
Many business communications invite offers (advertise- 
ments, price quotations, trade circulars, catalogues). These 
media ordinarily are not sufficiently definite as to quantities, 
terms, and prices to indicate an intention to make an offer. 
Similarly, advertisements calling for bids on construction 
work, public or private, are generally regarded as mere in- 
vitations to offers. The person submitting the bid is the 
offeror, and, although many states provide that a public 
works contract must be let to the lowest responsible bidder, 
yet it is generally held that all bids, being but offers, may 
be rejected. Similarly, at auction sales the bidder is re- 
garded as making the offer, which is accepted at the fall of 
the auctioneer’s hammer. Accordingly, unless the auction is 
announced to be without reserve, the seller may reject a bid 
and withdraw the property from sale. 

An Offer Must Be Communicated to the Offeree. An 
offer is not effective until it has been communicated to the 
offeree by the offeror or by his duly authorized agent. 
(There are two distinct firms having the same name, one 
located in Seattle, Washington, the other in Jacksonville, 
Florida. D intends to make an offer to the Jacksonville con- 
cern, but the letter containing D’s offer is erroneously sent 
to the Seattle firm. The Seattle firm, surmising that the of- 
fer was intended for the Jacksonville concern, forwards the 



CONTRACTS 23 

letter to it. D’s offer has not been communicated to the of- 
feree, because the Seattle concern was not D"s agpit and 
had no authority to transmit the letter.) An offer includes 
only those terms which an ordinarily prudent person| would 
take cognizance of. On this principle, matter printed in 
smalf type in the margin of a letterhead or on the back' of 
a baggage check, ticket, or receipt may be of no effect where 
no reference thereto is made in the body of the letter or on 
the face of the ticket or token. One cannot be surprised 
into a contract. On the other hand, the microscopic printed 
conditions on the back of a bill of lading are sufficiently 
communicated because the average shipper is aware of them 
(although he may neither read them nor comprehend their 
import). 

Termination of Offer. An offer may come to an 
end by: 

1 . Revoc:ation. The offeror has the power to withdraw 
his offer at any time before it has been accepted. This is 
true even though by its terms the offer was to remain open 
for a definite time. To be effective revocation of an offer 
must be communicated to the offeree. If the revocation is 
embodied in a letter, it is communicated when the letter is 
received at the place of business or residence of the offeree. 
An offer made by a public announcement in a newspaper 
may be withdrawn by giving the revocation the same pub- 
licity as was given the original offer. 

2. Rejection. To be effective the rejection of an offer 
must be communicated to the offeror. Any attempt by the 
offeree to change the terms of the offer amounts to a rejec- 
tion. Thus, if D offers to sell property to P for $1,000 and 
P replies: “I will give you $800,*' P*s reply is a counter- 
offer and operates as a rejection of D’s original offer. P 
might have' kept the original offer alive by stating: 'T have 
your offer under advisement; would you be interested in a 
price of $800?” 

3. Operation of Law. An offer comes to an end if 
the law is changed so as to make the contract contemplated 
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by the offer illegal, or if the offeror dies or becomes insane, 
or if any person or thing essential for the performance of 
the proposed contract dies or is destroyed before the offer 
has been accepted. Where the oflfer specifies a time within 
which it may be accepted, it comes to an end at the expira- 
tion of the stipulated time. If no time has been specified in 
the offer, the offer comes to an end after the expiration of 
a reasonable time. 

Option Contracts. Frequently D offers to sell P cer- 
tain property on specified terms, and provides that P shall 
have the option of accepting the offer within a certain time. 
If P pays D for this privilege the offer cannot be revoked 
by D within the time specified. In this case, D's undertak- 
ing that P shall have a certain time within which to decide 
is binding on D because D has received from P a valuable 
consideration in exchange for D*s promise to keep the offer 
open. Such irrevocable offer is called an option. In some 
states an option under seal is equally effective. (In New 
York a written offer is irrevocable [if it so states] within 
the time specified, or [if no time is specified] within a rea- 
sonable time.) 

ACCEPTANCE 

Acceptance is the manifestation by the offeree of his as- 
sent to the terms of the offer. Mathematically stated, offer 
+ acceptance = contract. Where D makes an offer to P to 
guarantee A*s account and P delivers goods to A, D*s offer 
of guaranty has been accepted by P's act in delivering the 
goods. In some states, however, it is held that D would not 
be bound unless P notified him seasonably of the credit ex- 
tended to A: otherwise D might not learn with reasonable 
promptitude that he had become liable under the guaranty. 

Offer Contemplating Unilateral Contract An offer to 
enter into a bilateral contract cannot be accepted by doing an 
act. An offer to enter into a unilateral contract cannot be 
accepted by making a promise. If D offers P $50 to paint 
D’s house, the offer can be accepted only by the completion 
of the performance requested. Accordingly, if, after P has 
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finished nine-tenths of the work, D says to P: "Stop, I 
withdraw my offer,” there is no contract, but P can recover 
from D the reasonable value of tliel services he has rendered. 
The basis of D’s liability here is not contract, but quasi-con- 
tract, to prevent an unjust enrichment at the expense of P. 

Mere Silence Is Not Acceptance. P writes to D, ofl^er- 
ing to sell an automobile for $500 and states : **Un less I hear 
from you fo The contrary, I shall understand that you have 
accepted this oflFer.” If D disregards the letter and d oes 
n ot reply , there i s no contract. D is under no duty to speak. 
However, if D were in possesion of P’s automobile at the 
time the offer was made and continued thereafter to use 
the auto, D’s silence, coupled with conduct consistent only 
with acceptance and properly referable only thereto, might 
properly be found to indicate an assent on D’s part to the 
terms of P’s oflfer. 

When Acceptance of Offer to Bilateral Contract Takes 
Effect. An acceptance of an offer to a bilateral contract 
is effective when assent has been manifested by some overt 
act, u nambiguously referable to the offer and of a character 
to become known to the offeror. (P submits a proposed 
written contract to D which P has already signed. D then 
signs the contract and delivers it to P. D’s act in signii^ 
and delivering the contract constitutes an acceptance of P’s 
offer.) 

Acceptance by Mail or Telegram. If an offer is made 
by mail, it can (unless the offeror has manifested other in- 
tent) be accepted by mail. In that event, the letter of ac- 
ceptance is effective and the contract comes into being at the 
moment the letter is dropped into a United States mail box, 
properly addressed and bearing sufficient postage. Similarly, 
if the offer authorized acceptance by telegraph, telegraplidc 
acceptance is effective, and a contract is created at the mo- 
ment that the offeree delivers the telegpmn to the telegraph 
company for transmission to the offeror. The letter of ac- 
ceptance may go astray in the mails: the telegram may not 
be delivered; there is nevertheless a valid contract. How- 
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ever academic this may seem, it is important to grasp the 
fact that an acceptance is effective when it is placed in the 
channel of commutucaiion expressly or impliedly authorized 
by the offer. In this respect acceptance differs from revoca- 
tion or rejection, neither of which is effective until com- 
municated. (If revocation or rejection is embodied in a let- 
ter, the letter must be delivered at the place of business or 
residence of the addressee.) Of course, an offer may spec- 
ify that acceptance is not to be effective until the letter or 
telegram of acceptance has been received by the offeror, in 
which event no contract comes into being until the accept- 
ance has in fact been received by the offeror. Finally, if the 
offeree uses some channel of communication not sanctioned 
by the offer, there will nevertheless be a contract if the ac- 
ceptance is received in the time that it would have been re- 
ceived had it been properly sent. 



Chapter V 

COMPLIANCE WITH EVIDENTIARY 
REQUIREMENTS 

THE ENGLISH STATUTE OF FRAUDS 

In 1677 Parliament enacted the Sl?itute of Frauds to 
counter the evil practice of giving false testimony in actions 
founded on certain kinds of contracts. The Statute of 
Frauds attempted to deal with the prevalence of successful 
perjury by making specified types 'of contracts unenforce- 
able unless evidenced in a prescribed manner — ^in general, 
wri tten memorandum signed by the party against whom 
li ability undeiTthe p ^raS Iwas 'sf^ht to be ^nfof c^ 

STATE STATUTES OF FRAUDS 

The states have enacted statutes similar to the English 
Statute of Frauds, and have in many cases extended the 
kinds of contracts whose enforceability is made to depend 
upon their being evidenced by a signed writing. In some 
instances such legislation is designed not to strike at false 
testimony, but to dispense with the common law requirement 
of consideration. The net result, however, is substantially 
the same: viz, if suit is brought on a specified type of con- 
tract, the defendant may defeat the action by affirmatively 
pleading that the contract sued on does not meet the statutory 
requirements as to form. Note that the defense of the 
Statute of Frauds does not avail a defendant unless afirma- 
Hvely pleaded. Those contracts required in the Statute of 
Frauds of a given state to be evidenced in a certain way in 
order to be enforceable are said to be **within the statute.” 
If such a contract is so evidenced, the Statute of Frauds is 
said to be ''satisfied.” 

A TYPICAL STATE STATUTE OP FRAUDS 

The following contracts are within the Massachusetts 
Statute of Frauds, which is typical : 
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1. A collateral contract by an executor or administrator 
to pay out of his own assets what is primarily an obligation 
of the estate he is administering; 

2. A collateral promise to answer for the debt, default, 
or misdoings of another person; 

3. A contract made in consideration of marriage (a mar- 
riage settlement). Mutual promises to marry (engage- 
ments), however, are not within the statute; 

4. A contract for the transfer, creation, extinguishment, 
or purchase of an interest in land; 

5. A contract which cannot be fully performed in the 
manner contemplated by the parties within a year from the 
time the contract was made; 

6. A new promise to pay a debt, action on which is then 
(or later becomes) barred by the Statute of Limitations; 

7. A new promise to pay a debt, action on which is barred 
by a discharge in bankruptcy; 

8. A contract to make a will or to give a legacy or devise ; 

9. A contract to sell or a sale of goods or choscs in 
action of the value of $500 or more. (A chose in action is 
an intangible interest or claim other than an interest in land, 
whether or not evidenced by a writing or token; e.g., D 
owes P $100 on open account: P's claim against D is a 
chose in action.) 

New York adds to the above i 

10. A promise of a proprietor of a hotel, inn, or steam- 
boat to be liable for more than $500 if property delivered 
to him for safekeeping is lost ; 

11. An agreement to arbitrate; 

12. An agreement not to be performed within the life- 
time of either of the contracting parties, 

COLLATERAL PROMISE TO ANSWER FOR THE 
DEBT, DEFAULT, OR MISCARRIAGE 
OP ANOTHER 

A collateral promise is one which is merely subsidiary, 
incidental, or auxiliary to another (the original or principal 
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promise). A guaranty is ordinarily a collateral promise, 
hence unenforceable unless in writing signed by the guar- 
antor. Thus, if R, a retailer, seeks credit from P, a whole- 
sale merchant, P may insist that R furnish the guaranty of 
some third person. Assume that D, R's friend, orally states 
to P that D will be responsible for R's open account pur- 
chases during the ensuing year up to $5,000 if P will extend 
credit to R. D's oral promise is collateral, hence unenforce- 
able. Note, however, that if D had requested P to charge 
the goods to D, that is, if P had extended exclusive credit 
to D, the oral promise would be original, hence enforceable. 
Similarly D's oral promise would be enforceable if P had 
been requested to extend credit to R and D jointly. 

The following have been held to be original promises 
and hence not within the statute: 

1. Promise to discharge prormsee^s obligation to a third 
person, D promises P to pay a debt (or to lend P the 
money to pay a debt) which P owes A. D's promise is not 
a promise to “pay the debt of another" but a promise to P 
to pay P's own debt. 

2. Substitution of one debtor for another, D promises P 
to pay P what A owes P in consideration of P's discharg- 
ing the obligation of A. If A's obligation is discharged, 
there is no outstanding principal obligation to which D's 
promise is collateral. 

3. Promises of indemnity or reimbursement, D orally 
promises P to indemnify P against loss or damage caused 
P by A, or to reimburse P for loss incurred in assisting A. 

4. Main purpose: direct pecuniary benefit to promisor. 
The purpose of the new promisor is to secure from the 
creditor a direct pecuniary or business benefit for himself. 
(D [junior mortgagee] promised to pay a note received by P 
[senior mortgagee] pursuant to an oral agreement that if D 
would make the required payments, P would forbear to 
foreclose.) 



30 


BUSINESS LAW 


CONTRACTS FOR THE SALE OF AN 
INTEREST IN LAND 

Under this section of the Statute of Frauds the term 
“interest in land” includes not only the absolute ownership 
(fee simple) but life estates and leasehold interests as well, 
except oral leases for not more than one year, which, in most 
states, are valid. Although trees and fixtures permanently 
affixed to a building are a part of the realty (real property), 
yet oral contracts for their sale are not within the statute 
and therefore are enforceable provided that the buyer is to 
acquire title to such trees or fixtures upon their severance 
from the land or building. However, such oral contracts 
may be unenforceable under the provisions set forth in sec- 
tion S or 9 of the statute on page 28. D’s oral promise to 
P to procure A to transfer an interest in land is within the 
statute, whereas D’s oral promise to P to act as P's agent to 
seek to procure A to transfer an interest in land is not. 

Part Performance. Where, under an oral contract to 
convey land, the vendee (P) has, with the assent of the 
vendor (D), gone into possession of the land, paid part of 
the purchase price, made substantial improvements, and paid 
taxes, a court of equity may give specific performance to 
either party, whether on the ground that D is estopped to 
assert the statute or that the statute is satisfied by part 
performance (although the latter expression is manifestly 
inaccurate). Even though the circumstances do not war- 
rant a decree of specific performance, the vendee may, if 
the vendor refuses to perform, recover payments made by 
him in reliance on the contract. To permit the vendor 
to retain such payments and at the same time refuse to 
perform would be to sanction an unjust enrichment. For 
the same reason the vendee may recover the reasonable 
value of improvements made by him on the property in 
reliance upon the vendor's performing the oral agree- 
ment to convey title. 
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AGREEMENT NOT TO BE PERFORMED 
WITHIN A YEAR 

This refers to a bilateral contract which cannot in any 
conceivable set of circumstances be completely performed 
within a year from the time of making (not from the time 
performance is to commence). Thus, D’s oral agreement to 
work for P for three years at a salary of $5,000 a year is 
within the statute and unenforceable. If D dies within a 
year from the date on which the oral agreement was made, 
his death would excuse further performance, but D would 
not have rendered the complete performance bargained for. 

The following contracts are not within the statute: 

Lifetime Contracts. D orally promises P for a valu- 
able consideration to support P so long as P lives. This 
contract is possible of complete performance whether P lives 
five days or five years. (However, in New York, lifetime 
contracts are unenforceable unless in writing.) 

Performance within One Year Possible. D orally 
agrees to build a two-story garage for P on P’s country 
estate, for which, on completion, D is to receive $8CX). The 
date of completion is not specified. After working on the 
structure for a year and a half D quits. P has a valid claim 
for damages against D against which the defense of the 
Statute of Frauds will not avail. Although the work went 
on for more than a year, D could have finished the job 
within one year had he so desired. Similarly if the time of 
performance is to become fixed upon the happening of some 
contingent event (death, arrival of a specified ship, grant- 
ing of a license, sale of property) the oral contract is en- 
forceable, provided the contingency may occur within one 
year from the time the contract was made. 

THE WRITTEN MEMORANDUM REQUIRED 
BY THE STATUTE 

The statute does not require the agreement to be embodied 
in a formal written instrument executed by each of the con- 
tracting parties. It requires merely that the agreement be 
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goods. Mere retention of the goods by the buyer, even for 
an unreasonable length of time does not necessarily imply 
“acceptance” as this term is used in the Statute of Frauds. 

Special Order Contracts. In those states which have 
adopted the Uniform Sales Act the Statute of Frauds does 
not apply “if the goods are to be manufactured by the seller 
especially for the buyer and are not suitable for sale to 
others in the ordinary course of the seller’s business” (Uni- 
form Sales Act, Section 4 [2] ). 



Chapter VI 


REALITY OF CONSENT 

CONSENT MUST BE GENUINE 

A person may assent to the terms of a contract because 
of mistake, misrepresentation, fraud, duress, or undue in- 
fluence. In that event his assent is not genuine, and he may 
avoid the contract (except in certain cases involving uni- 
lateral mistake) . 

MISTAKE 

Unilateral Mistake. Where D contracts with P, a 
mistake on the part of P alone affords no basis for relief 
unless P*s mistake is brought about by D’s fraud or mis- 
representation. However, if P’s mistake was a mere clerical 
error apparent to D, D cannot take advantage of it, and P 
can avoid the contract. (A contractor submits a bid on con- 
struction work. The bid is based on estimates involving an 
error in computation. If the error is obvious, and the offeree 
perceives it before acceptance, he will not be permitted to 
take advantage of the contractor’s mistake.) 

Bilateral Mistake. Where parties enter into a trans- 
action under a mutual mistake as to the existence of a certain 
state of facts assumed by both of them as the basis on which 
they entered into the transaction, the contract is usually void- 
able by either party harmed by the mistake. (D sells Blade- 
acre to P. Both D and P assume, and the contract recites, 
that Blackacre contains 1,000 acres. In fact, Bladeacre con- 
tains only 500 acres. P can rescind the contract.) 
y^ig^ ^f^^Qj^thority supports this principle not only where 
the m utua l mistake relates to the existence or identity of the 
subject matter, but also where it relates to the nature of the 
transaction. P can avoid a contract with D where P was 
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mistaken as to D’s identity if (1) D's identity was material, 
(2) the mistake was caused by fraud on D’s part, and (3) 
innocent third persons will not be harmed by avoidance of 
the contract. Mistakes by both parlies relative to different 
matters afford no ground for relief ; rescission may, however, 
be granted where both parties make different mistakes relat- 
ing to the same matter. 

Reformation for Mistake. On clear evidence that a 
mistake was made in reducing to writing the agreement of 
the parties, a court of equity will reform the writing to 
conform to the mutual intention of the parties. (P con- 
tracts to sell Blackacre to D. In the deed the property de- 
scribed is Whiteacre. Equity will reform the deed unless D 
has already reconveyed Whiteacre to C, who purchased in 
good faith and for value and without knowledge of the error 
made by P in the original conve 3 rance to D.) If a transaction 
is required to be evidenced by a writing under the Statute 
of Frauds, a mutual mistake in such writing precludes en- 
forcement of the executory contract; by definition such 
writing must correspond with the agreement in fact made by 
the parties. However, if there has been part performance, 
or a conveyance which violates the identical intention of both 
parties, reformation may be had. 

Mistake of Law. Mistake as to the general law (a 
mistake as to the legal consequences of an assumed state of 
facts), unaccompanied by any mistake of fact, has been 
broadly stated to afford no ground for relief (it is still 
generally held that money paid under a mistake of law is 
irrecoverable) ; but a mistake as to one’s private antecedent 
rights, dependent upon the existence of particular facts and 
the legal interpretation thereof, is often treated (especially 
in equity) as a mistake of fact justifying rescission. Thus 
a mistake as to the title to property, or as to the existence 
of certain particular rights (though caused by an erroneous 
idea as to the legal effect of a deed, or as to duties and 
obligations created by an agreement), is treated as a mistake 
of fact. When D (ignorant or mistaken as to his individual 
rights) enters into a transaction (whose scope and operation 
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he understands correctly) for the purpose of affecting his 
assumed rights, equity will treat his mistake as analogous 
to a mistake of fact. 

MISREPRESENTATION 

A statement may be false and yet D (the person making 
it) may believe it to be true. Such statement is an innocent 
misrepresentation. On the other hand if D knows the state- 
ment to be false or makes it with a reckless disregard as to 
whether it be true or false, the misrepresentation may be 
fraud or deceit. A contract induced by D’s material (though 
innocent) misrepresentation to P (made before the contract 
is entered into) is voidable at the instance of P. “Material,” 
here, means likely to affect the conduct of a reasonable man 
with reference to a transaction (statement as to quality of 
goods offered for sale by D, or as to D's character or credit ; 
or an innocently erroneous estimate furnished by D on the 
basis of which P agrees to do certain construction work for 
a specified sum). 

While a contract induced by an innocent misrepresenta- 
tion will not ordinarily give rise to an action at law for 
damages, the misrepresentation may be set up in defense to 
an attempt to enforce the agreement. If, however, the repre- 
sentation is incorporated as a substantive term of the con- 
tract, it may have the effect of a warranty or a condition, 
depending upon the intention of the parties. If the represen- 
tation is a warranty and is not in accord with the facts, P 
may rescind or hold D liable in damages for breach of war- 
ranty ; if the representation is a condition and not in accord 
with the facts, no contract comes into being. 

FRAUD 

Fraud involves the following elements: 

1. A representation by D as to a material fact, 

2. Which D knows to be false or which D makes as of 
his own knowledge but with complete and reckless disregard 
of its truth or falsity, 
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3. Intending P to act in reliance on it, and 

4. Which is acted upon in proper reliance by P, 

5. With consequent legal harm. 

When Silence Is Deceitful. Mere silence is not a 
representation and therefore is not fraudulent. D is under 
no duty to inform P of facts known only to D although such 
facts materially affect the value of the subject matter of the 
bargain. However, a seller may be bound to inform a buyer 
as to a defect known to the seller and not apparent on an 
ordinary inspection (a latent defect). Furthermore, where 
D is under a fiduciary relation to P, D must make a full 
disclosure of any pertinent information which he may have. 

Active Concealment. Conduct as well as words may 
be deceitful. D sells P a table. Before exhibiting the table 
to P, D has endeavored to conceal a crack in the surface by 
filling it and repolishing. If P buys the table, the defect 
being no longer apparent on inspection, D's conduct is just 
as fraudulent as though he had said to P : “This is a new 
table. There are no cracks in the surface.” 

Promissory Representation. Promissory representa- 
tion is not a statement as to a fact and so is ordinarily not 
fraudulent. A person may, however misrepresent his state 
of mind. (P owns two adjoining lots, on one of which P’s 
home is situated and the other of which is vacant. D buys 
the vacant lot, stating that he intends to construct a residence 
thereon. Instead, D immediately erects a gasoline filling sta- 
tion. P can rescind the conveyance. D misrepresented his 
intention. Present intention is as much a fact as any other 
fact.) 

Statement of Opinion. Representation as to a fact 
must be distinguished from a statement of opinion. (Fact: 
D, negotiating with P for the sale of a stock of merchandise 
states to P that the stock cost $5,000. Opinion: D states 
to P that the stock has a value of $5,000.) Statements of 
opinion purporting to be statements as to value (e.g., sales 
talk, sellers’ puffing) accordingly cannot form the basis of 
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actionable fraud. A statement by D that he is the owner of 
certain property is a statement of fact though ownership 
involves matters of law. D's statement imports both a con- 
clusion of law (that he is the owner of the property in 
question) and the existence of facts sufficient to justify 
that conclusion. Ordinarily, however, statements as to what 
is the law in a given situation are regarded as opinion un- 
less made by a lawyer or one who has or purports to have 
expert knowledge. An exception to this rule is to be noted 
with reference to a misrepresentation of law by a fiduciary 
(a trustee, a guardian) . Such a misrepresentation is action- 
able, being treated as a misrepresentation of fact. 

When Reliance Is Justified. The fact that D makes 
a misrepresentation as to a material fact does not necessarily 
give rise to a cause of action based on fraud. P cannot shut 
his eyes to the obvious ; and if he fails to ascertain the truth 
of a matter which he could have easily ascertained by rea- 
sonable investigation or inspection, he has no case. It does 
not follow that P under all circumstances is required to 
ascertain at his peril the truth of statements made to him 
by D, (D submits to P a financial statement. P does not 
have to employ his own accountants to go over D’s books to 
verify the statement. P may rely on the truth of the state- 
ment which D submitted.) 

Who has the right to rely on the truth of a representation? 
If D falsely represents to X that D is solvent, X may state 
to P, “D told me that he is solvent.” If, now, P extends 
credit to D on the strength of the statement made to X, P 
has no remedy in fraud. It is assumed in this illustration 
that D’s statement to X was made with the intent and rea- 
sonable expectation that X (and X alone) would act upon 
it ; in other words, D intended to deceive X, not P. If, how- 
ever, D has issued a false financial statement to a bank or 
a commercial agency, intending and expecting that such 
statement would be communicated to and acted on by others, 
the situation is quite different. In that event, if P, on the 
basis of such false statement which has been communicated 
to him by the bank or mercantile agency, extends credit to 
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D, the false representations contained in the statement con- 
stitute fraud as to P. 

Effect of Fraud. Where B has been damaged by A's 
fraud, B may have a choice of the following remedies : 

1. B may set up A’s fraud as a defense to an action for 
damages for breach of contract brought by A as against B. 

2. B may elect to carry out the contract and sue A for 
damages sustained by reason of A's fraud. 

3. B may offer to restore the consideration received by 
B under the contract and sue for the return of the con- 
sideration furnished by B to A (rescission). This remedy 
B must avail himself of with reasonable promptitude after 
B learns of the fraud practiced upon him. Otherwise B 
waives his right to rescind. 

4. B may have an action against A (in tort) for con- 
version. 

Remedy 2 is inconsistent with remedy 3, and once B has 
decided on a course of action, he is bound by his choice, (B 
is fraudulently induced to purchase stock. He continues to 
receive the dividends after he learns of the fraud and exer- 
cises voting rights incident to his stock ownership. B can 
sue A for damages, but he cannot rescind. His course of 
action manifested an intention to confirm the contract and 
he cannot now adopt an inconsistent position involved in 
the remedy of rescission, which has for its purpose the un- 
doing of the contract and the restoration of the parties to 
their status before the contract was made.) 

DURESS 

Duress of the person (P) means that Ps will has been 
overcome by the wrongful coercion of D, or of some other 
person. Such coercion may take the form of a compulsive 
act or of a threat engendering fear. Either the act or the 
threat brings about an involuntary manifestation by P of his 
assent to the transaction. The threat of personal violence or 
wrongful imprisonment (even on civil process) constitutes 
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duress, whether D threatens to inflict such violence or im- 
prisonment on P or on someone closely related to P Iqr 
blood or marriage. A threat by D to interfere with P’s 
contract rights or to damage P’s property, if it overcomes 
P’s will and judgment, constitutes duress (duress of goods). 

Effect of Duress. If P is compelled to manifest ap- 
parent assent to a transaction whose nature he neither knows 
nor has reason to know, or if he is a mere mechanical instru- 
ment without directing will, the transaction so apparently 
assented to by P is void. If he knows or has reason to know 
the nature of the transaction into which he is compelled to 
enter, it is voidable by him. (If D at the point of a gun 
takes Ps hand and signs P’s name to a contract, the con- 
tract is void. If D had not seized P’s hand, but had merely 
coerced P into signing under threat of shooting, the con- 
tract would be voidable by P.) 

UNDUE INFLUENCE 

Assume that P is under the mental domination of D, or is 
justified because of the relation between them in believing 
that D will act for P’s welfare. Undue influence means 
that D has abused his ascendance and obtained P’s assent 
to a transaction upon which he was unfairly persuaded to 
enter. A transaction between fiduciary (trustee, guardian, 
executor, or administrator) and beneficiary is strictly scrutin- 
ized. The beneficiary can avoid such transaction unless it was 
fair and reasonable and was entered into by the beneficiary 
with full knowledge of his legal rights and of all relevant 
facts within the knowledge of the fiduciary, and was entered 
into without undue influence. 
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CONSIDERATION 

A promise not supported by consideration is, in general, 
unenforceable. 

DEFINITION OF CONSIDERATION 

Consideration is: 

1. An act which one is not under a legal duly to perform 
(D promises P to guarantee payment if P sells a bill of 
goods to X : selling the goods to X is consideration for D’s 
promise) ; or 

2. A forbearance (D promises P $500 if P will refrain 
from negotiating for the purchase of certain property: P’s 
forbearance to do that which he has a legal right to do is 
consideration for D's promise) ; or 

3. A return promise (D promises to pay P $50 in ex- 
change for X s promise to D to sell D a typewriter for that 
price: the promises are consideration for one another). 

Note that although consideration must be bargained for 
as the agreed exchange for the promise, “it matters not 
from whom the consideration moves or to whom it goes.” 
Nor is it necessary that the consideration be “adequate” or 
equal in value to the promised performance, though a marked 
disparity in value may, in combination with other circum- 
stances, be evidence of fraud. 

CONSIDERATION IN SETTLEMENTS 

Liquidated Debt. A debt is said to be liquidated if 
the amount is not in dispute. If D owes P a matured liqui- 
dated debt of $1,000, a part payment ty D is not considera- 
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tion for P’s promise not to sue for the balance, since D in 
making the part payment is merely discharging in part his 
legal obligation to P and not incurring any detriment. If, 
however, D makes a part pa 3 rment before the maturity of the 
indebtedness, or in addition to making the part payment 
gives P, at P’s request, a book worth $1.50, P’s promise not 
to sue for the balance of the indebtedness will then be en- 
forceable as D has incurred detriment, i. e., by payment be- 
fore maturity or by giving the book. He has done some- 
thing that he is otherwise not required to do. Again, if the 
original indebtedness of $1,000 was on open account, and at 
the maturity thereof D gave P D’s promissory note for 
$500 in full settlement, this mere change in the form of the 
obligation would be sufficient consideration to support P’s 
promise not to sue for the balance. 

Unliquidated Debt. Where the amount of indebted- 
ness is in dispute, or at least not ascertainable by mere cal- 
culation, the debt is said to be unliquidated. P, a physician, 
sends his patient (D) a bill of $1,000 *‘for professional ser- 
vices rendered.” D contends that he owes only $500. If P 
accepts $500 in full settlement, he is concluded thereby and 
cannot thereafter recover the balance which he claims to be 
due. This is true whether the debt was or was not due at 
the time of the settlement. 

Composition Agreements. Frequently a businessman 
in financial difficulty makes a settlement with his creditors 
by which each creditor agrees to accept in full satisfaction 
of his claim a percentage of the amount due. Where such 
composition agreement is entered into by the debtor with 
two or more of his creditors, it is binding upon those credi- 
tors who assent thereto. The composition agreement re- 
ferred to is to be carefully distinguished from composition 
agreements in bankruptcy, which, if confirmed by the court 
after approval by a majority (in number and amount of 
the creditors), are binding on all the creditors of the bank- 
rupt, including those who have not assented to the terms of 
the proposal. 
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NO CONSIDERATION 

Instances of promises vtnenforceable because of the ab- 
sence of consideration are: 

1. Promise of Additional Compensation. P agrees 
for $5,000 to construct for D a building, according to plans 
and specifications. When P has completed half the work he 
threatens to quit unless D agrees to pay him an additional 
$1,000. D so promises. P finishes the building. He cannot 
obtain judgment against D for more than $5,000. D’s prom- 
ise to pay an additional $1,000 was without consideration be- 
cause P was then already under legal obligation to complete 
the building. Assume in the foregoing example that X, a 
prospective tenant, had a pecuniary interest in having the 
building completed within the time agreed and that X prom- 
ised P the additional compensation of $1,000. X’s promise 
would be no more enforceable than D’s promise because in 
either event P was merely doing or promisit^ to do that 
which he was already under legal obligation to do. Some 
courts, however, disregarding the logic of the situation hold 
that the promise of additional compensation, whether made 
by D or by X is enforceable. 

2. Illusory ConsideratioiL If D promises to sell and 
P to purchase all the glue that P may order from D during 
the ensuing year at a specified price, there may or may not 
be a binding contract, depending upon whether or not P has 
any actual requirements for the glue. If P is a bookbinder 
and uses glue, the contract will be enforceable notwithstand- 
ing the fact that it is indefinite as to amount. If, however, P is 
a wholesaler who has never carried or used glue and has no 
orders for glue on hand at the time the t^eement is made, 
it will not be enforceable. In form this is a bilateral con- 
tract; a promise for a promise. In fact P is not obligated 
to buy a single pound. The agreement lacks mutuality of 
obligation and is therefore not a contract at all. (Note that 
the requirement of mutuality applies only to bilateral, not 
to unilateral, contracts.) 

3. Past Consideratioii. If P has conferred a benefit 



CONTRACTS 


45 

on D, but not at D’s request, such executed performance on 
P’s part will not support a subsequent promise by D to re- 
imburse P for the benefit conferred. Past consideration is 
no consideration. (In New York a recent statute provides 
that a subsequent promise, supported by a past considera- 
tion, is enforceable if in writing and signed by the promisor.) 

PROMISES ENFORCEABLE DESPITE ABSENCE 
OF CONSIDERATION 

Some promises are enforceable although not supported by 
consideration. The courts do not alwa3rs acknowledge this, 
but tty to work out some technical consideration rather than 
admit an exception to the rule. 

Charitable Subscriptions. A bare promise to contrib- 
ute a sum of money to some charitable undertaking is not 
enforceable because of absence of consideration. If, how- 
ever, the promisee on the strength of the promise makes 
commitments or enters upon the performance of the con- 
templated project (construction of a church, hospital, or 
community building) most courts enforce the subscription. 
Some text writers justify this result on the broad principle 
that where D promises to confer a benefit on P for some 
specific purpose, and P, in justifiable reliance on such prom- 
ise, detrimentally changes his position, D should be bound 
even though his promise was not supported by any consid- 
eration. This theory is known as Promissory Estoppel, but 
the courts for the most part have tended to restrict its ap- 
plication to the charitable subscription cases. 

Promise to Pay Debt Barred by Statute of Limitations. 
Statutes of Limitations prescribe the time (after the right 
of action first accrued) within which certain actions must be 
started. A promise to pay a debt which has been “outlawed” 
(action on which is barred) by the Statute of Limitations re- 
quires no new consideration. The promise may be expressed 
in words or it may be implied from an act such as part pay- 
ment on the debt. Many states, as we have seen, require 
the promise, if expressed in words, to be in writing (cf. 
Oiapter V, Statute of Frauds). 
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Promise to Pay a Debt Discharged in Bankruptcy. 
A promise to pay a debt action on which is barred by a dis- 
charge in bankruptcy proceedings is enforceable without any 
new consideration. Some states, however, provide that such 
promise to be enforceable, must be in writing, signed by the 
debtor. 


THIRD PARTY BENEFICIARY 

Creditor Beneficiary. If D owes X $500 and X owes 
P $500, D may promise X to pay P $500 and thereby can- 
cel both debts. P in this case is said to be a creditor bene- 
ficiary, inasmuch as X, the promisee, is legally obligated to 
P. The states are divided as to whether in this situation P 
can sue D and recover a judgment on the promise which D 
made to X. Some courts deny P's right to sue on the ground 
that there is no privity of contract between D and P, D's 
promise having been made to X and not to P. 

Donee Beneficiary. If X insures his life in the D 
company naming as beneficiary P, to whom X is in no way ob- 
ligated, X's intention is purely to benefit P. (P in this case 
is called a donee beneficiary.) Nevertheless P can recover 
in all states on the policy- If, however, the contract is not 
one of life insurance the states are again divided as to the 
right of the donee beneficiary to sue on the contract. Some 
states limit the right to cases where there is a family or mar- 
riage relationship between P (beneficiary) and X (promi- 
see), or to actions on covenants which a municipality exacts 
for the benefit or protection of its inhabitants. (A city makes 
a contract with a water company whereby the water com- 
pany agrees to furnish water at a certain rate to consumers : 
P, a resident of the city, can compel the company to furnish 
water at the contract rate.) Many courts allow the donee 
beneficiary to sue in all cases on the ground that if P is de- 
nied the right to sue, no one can sue on the contract and 
recover substantial damages because X was not to benefit by 
the performance and therefore cannot be said to have been 
damaged by breach of the contract. 
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Incidental Beneficiaiy. If the contract was not made 
expressly for the benefit of P, the fact that P may inci- 
dentally derive some benefit gives him no right to sue. (E.g., 
A contracts with D for the erection of a building which will 
enhance the value of P’s adjoining property. P will not be 
permitted to sue D for breach of this contract.) (O is the 
owner of property and C is the general contractor. C gives 
O a contractor’s surety bond [furnished by D] to protect 
O against liens for labor and materials furnished. O would 
not be personally liable for such claims ; hence materialmen 
and laborers suing on the bond would not be in the position 
of creditor beneficiaries. Can P, a materialman, sue on the 
bond? Some few courts have held that the bond was obtained 
primarily for the owner’s protection and that there was no 
intention to confer a benefit on subcontractors, materialmen, 
and laborers. In many states, however, such bond has been 
held to benefit them as well as the owner, and accordingly 
subcontractors, materialmen, and laborers have been per- 
mitted to sue D on the bond to enforce their claims.) 

Promise Made Directly to Beneficiary. If D owes X 
$500 and X owes P $500, D, at X’s request, may promise P 
(not X) to pay P $500. P is the promisee in this case, and 
most courts permit him to sue on the promise. The cases 
frequently treat this situation as though it involved the right 
of a third party to sue on a promise made for his benefit, 
but this is incorrect as the promise here runs directly to P 
and not to X for the benefit of P. 

Rescission of Contract Made for Benefit of Third Per- 
son. Where D makes a contract with X for the express 
purpose of conferring a benefit on P, X and D cannot there- 
after rescind the contract without P’s consent, P having a 
vested interest therein. Thus, if P is named as irrevocable 
beneficiary in a life insurance policy, X cannot substitute 
another as beneficiary without P's consent. Of course, if the 
policy provides that X shall have the right to change the 
beneficiary without the. latter’s consent the situation is dif- 
ferent, Under such circumstances P cannot be said to have 
a vested interest in the contract. 
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CAPACITY OF CONTRACTING PARTIES 

UNENFORCEABLE, VOIDABLE, AND VOID 
CONTRACTS 

Unenforceable Contract. An unenforceable contract 
is one which is not legally enforceable by direct proceedings. 
Thus, where P sues D on a five year oral contract of em- 
plo3mient, if D pleads the Statute of Frauds, the contract is 
not enforceable. Nevertheless, there is a contract, for if D 
did not affirmatively plead the Statute of Frauds as a de- 
fense, P would recover for damages for breach of the oral 
agreement. 

Voidable Contract. A voidable contract is one which 
P may avoid either because P was induced to enter into the 
contract by some element rendering his apparent assent un- 
real (fraud or misrepresentation), or because P lacked con- 
tractual capacity at the time he made the contract, or because 
D committed some material breach of the contract which 
would justify rescission”(avoidance) by P. However, until 
P effectively manifests his election to avoid the contract, it 
is treated as valid. The term “voidable” is often loosely and 
inaccurately used to refer to contracts which are unenforce- 
able because th^ do not comply with the requirements of 
the Statute of Frauds. 

Void Contract. A void contract is no contract. There- 
fore, the expression “void contract” is a contradiction in 
terms. However, the expression is often loosely used to re- 
fer to an agreement tainted with illegality. Such an agree- 
ment is ordinarily void as to all parties. 

CONTRACTUAL DISABILITY 

Legal persons are presumed to have contractual capacity, 
except infants, insane persons, married women (at common 
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law), intoxicated persons, and corporations. The disabilities 
of married women have been generally removed by statute, 
and in most states today a married woman has full capacity 
to The contractual power of corporations will be 

considered in a later chapter in connection with corporations. 

INFANTS* CONTRACTS 

An infant is one who has not lived until midnight of the 
day before he is twenty-one years old. (P, bom Septem- 
ber 8, 1922, would become of the full age of twenty-one 
years if he should live to September 7, 1943, attaining his 
majority at the earliest minute on that day.) 

Infants’ Contracts Are Voidable. An infant may, with 
a few exceptions to be hereafter noted, avoid liability on any 
contract executed or executory, and regain whatever he has 
parted with. In most states it is a condition precedent to 
the exercise of this right of disaffirmance that the infant 
return to the other party the consideration he received, if he 
still has possession or control of it in its original or in a 
changed form ; but if the original consideration consisted of 
mon^ which the infant squandered or dissipated or other 
property which the infant no longer has in his possession, 
he may, nevertheless, rescind the contract and recover what 
he has parted with. Where he seeks to recover the price 
paid for tangible property (a bi<grcle or an automobile) he 
may do so, but a deduction will be made for depreciation or 
the value of the use of such property. The right of avoid- 
ance rests only with the infant and cannot be exercised by 
the other party to the contract. Although an infant can act 
as agent, his appointment of an agent should, like his other 
contracts, be voidable. However, many courts have held 
that the contract by which an infant appoints an agent is 
not merely voidable but void. Where D, an infant, misrep- 
resents his age and thereby induces P to contract with him, 
P cannot hold D either in contract or in tort. To permit P 
to recover damages based on D’s fraud would be indirectly 
to enforce the contract. 

Limitations on Infants’ Right of Avoidance. There 
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are three exceptions to the rule that an infant may disaffirm 
all contracts made by him whether executory or executed, viz : 

1. Contracts for Necessaries. An infant is liable for 
the fair value of necessaries actually received by him which 
he has no way of obtaining except by his own contract. His 
liability is to pay the reasonable value. This may be less 
than the contract price but in no event will the infant be 
liable to pay more than the contract price. 

2. Contracts Validated by Statute or because of 
P uBUC Policy. Certain contracts of infants are validated 
because of public policy or by statute. In some states con- 
tracts made by an infant who is engaged in business are 
held to be binding. Statutes may impose upon the plaintiff 
the burden of establishing that the contract was provident 
from the standpoint of the infant. Similarly, statutes may 
validate the marriage of infants and provide that married 
infants have full contractual capacity (Iowa), or provide 
that infants over fifteen years of age may make a valid con- 
tract for life insurance (New York). Enlistment in the 
armed forces of the United States provides another exam- 
ple of an agreement binding upon infants. 

3. Conveyance of Land. In general an infant may 
disaffirm a contract before he is twenty-one or within a rea- 
sonable time after arriving at the age of twenty-one. Where 
an infant has conveyed land a different rule obtains in many 
states which hold that the infant cannot rescind the convey- 
ance and revest the title in himself until he attains his ma- 
jority. 

Emancipation. Emancipation means that a parent 
surrenders his common law right to the child’s services and 
therefore to his earnings. Eknandpation may be expressed 
or implied from circumstances such as marriage, wroi^ful 
refusal of support by the parent, or the parent’s consent to a 
minor’s contract for services for his own benefit. Emanci- 
pation, however, does not enlarge the infant’s capacity to 
contract. 

Ratification. After reaching the age of twenty-one a 
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person can, of course, ratify a contract which he made dur- 
ing minority; he cannot ratify before he attains his majority 
because ratification involves that very contractual power 
which he lacks. Ratification may be implied by any con- 
duct inconsistent with disaffirmance. (D buys a chattel — 
not a necessary — when he is nineteen and sells it to X 
after he is twenty-one.) The mere failure to disaffirm an 
executed transaction within a reasonable time after the in- 
fant attains his majority may of itself constitute notification. 
The infant may, of course, ratify his contract by an ex- 
press promise which in some states is within the Statute of 
Frauds. 


INSANITY AND INTOXICATION 

Where D contracts while intoxicated or when under an 
insane delusion, he may have a power of -avoidance similar 
to that of an infant. If, however, D has been declared in- 
sane by court decree, any contract entered into by him is not 
merely voidable but void. 

INFANT’S RIGHT TO RESCIND AS AGAINST 
BONA FIDE PURCHASER 

A bona fide purchaser is one who in good faith and for 
actual value paid has acquired the legal title to real or per- 
sonal property. Assume that P, an infant, sells and delivers 
to X a set of books. The contract of sale is voidable and 
X's title to the books is likewise voidable. Assume further 
that X sells and delivers the books to D, who pays value for 
such books and takes them in good faith and without notice 
of the fact that X acquired the books from an infant. Can 
P recover the books from D, the bona fide purchaser? The 
common law answered this question in the affirmative, but 
the common law rule has been changed as to transactions 
falling within the Uniform Sales Act, so that P (in states 
where that act is in force) could not reclaim the books from 
D. P's remedy is to sue X for the value of the books as of 
the date of the contract. But if an infant conveys real 
estate the common law rule still prevails. No matter how 
many intermediate transfers may be made to bona fide pur- 
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chasers for value, the infant may, on attaining his majority, 
rescind as against the last grantee and revest the title in 
himself. 

Substantially the same rules have been applied where P 
seeks to disaffirm on the ground that he was insane rather 
than that he was an infant. 

It is said that P may disaffirm as against a bona fide pur- 
chaser if P was wholly without intelligence because of in- 
toxication, but some courts protect D on the grotmd that P’s 
condition when he dealt with X was a temporary liability 
voluntarily caused by his own fault. 
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LEGALITY OF MEANS AND OBJECT 

DEFINITION OF ILLEGALITY 

A bargain is illegal if its formation or performance is 
criminal, tortious, or otherwise opposed to public policy.^ 
Examples of illegal agreements are the following; 

Agreements Violating Prohibitory Statutes. The leg- 
islature may intend a statute to be prohibitory. Thus, where 
P, not having a license, acts as a real estate broker, the 
statute may provide not merely that P forfeits his right to 
a commission but that P’s act constitutes a crime. On the 
other hand if the statute imposed a fine on P as the sole 
penalty for acting without a license, the statute would be 
directory rather than prohibitory, and P (though subject to 
a criminal penalty) could recover a judgment for his com- 
mission. It is often extremely hard to determine whether 
the legislature intended a statute to be prohibitory or to be 
directory. 

Contracts Made or to Be Performed on Sunday. 
States vary with respect to the validity of contracts made or 
to be performed on Sunday, and in every case local statu- 
tory provisions must be consulted. If a Sunday bargain is 
illegal, it cannot be ratified, but it can be adopted by agree- 
ment on a secular day. 

Agreements Violating Usury Statutes. An agree- 
ment to pay more than the legally permissible maximum 
rate of interest for a loan of money is usurious. So, too, is 
an agreement to extend a money debt in consideration of 
the debtor's agreeing to pay more than the maximum inter- 


1 Restattmeta of Contracts, S512. Copyright, American Law Institute; all 
rights reserved. 
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est rate allowed by law. The states vary both as to maxi- 
mum permissible rates and as to the consequences of usury. 
Most states penalize the lender by denying to him the right 
to collect any interest whatsoever on the loan. In some 
states the lender forfeits not only interest, but principal as 
well; in others, the lender can collect interest at the legal 
rate. By court decision or specific statutory sanction the fol- 
lowing transactions have been held not to be usurious : 

1. Finance Charges. The fact that identical goods are sold at 
one price for cash and at a higher price on credit docs not con- 
stitute usury. The finance or carrying charges normally incident 
to instalment purchasing are thus permissible, unless the form of 
the transaction is a mere device to conceal usury, 

2. Discounting (as where a bank discounts a six months’ note 
in the face amount of $1,000, bearing interest from date at 6% 
per annum: the borrower receives $970, the bank deducting six 
months’ interest in advance). 

3. Service Charges. P (lender) may require D (borrower) to 
pay the expenses incurred by P in good faith in making the loan 
(legal fees, recording fees) or in obtaining security for the loan. 

4. Sale of Pecuniary Obligations. Assume that A holds D’s 
two months* promissory note, bearing interest from date, in the 
face amount of $1,000, the note having been delivered to A in 
payment of merchandise. The law regards this note as a chattel 
which A is free to sell at any price. Accordingly if A sells the 
note to P for $750 (i.e., at a discount of 25%) P can recover a 
judgment against D on the note for the face amount of $1,000 
plus interest and costs. If, however, A had indorsed the note to 
P by a general indorsement, thereby personally guaranteeing D’s 
obligation, some courts would hold the transaction usurious as it 
involves a contingent obligation on A’s part to pay $1,000 plus 
interest for the $975 which he received. 

5. Conunisrion on Low. If P lends A’s money to D, P may 
charge D a commission in addition to the maximum permissible 
rate of interest, but P may not charge such commission where 
he lends his own money. 

6. Loans to Corporations. A corporation cannot avail itself of 
the defense of usury. Accordingly, corporate bonds or other pe- 
cuniary obligations may provide for any rate of interest, the 
xnaximum rate being determined not by law but purely by con- 
siderations of expediency. 

7. Small Loan Companies. Most states have placed in a spe- 
cial category pawnbrokers' loans and loans (usually not over 
$300) made by small loan companies, so-called "personal finance 
companies.” Statutes permit interest to be charged on such loans 
at maximum rates which in many instances are as high as 3J4% 
per month — 42% per year. 

8. Excessive Interest after Maturity. An agreement by D at 
the time of making the loan to pay P excessive interest after the 
maturity of the loan may be legal if it is not a colorable device, 
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as where it is contemplated that the loan shall not be paid at 
maturity. 

Wagering Agreements. Assume that P and D make 
an election bet. ,D’s promise is to pay P $50 if R is elected. 
P’s promise is to pay D $50 if R is defeated. Assume, 
further, that R is elected. Now if D pays $50 to P, D will 
receive from P no performance whatsoever in exchange. 
Note, also, that D’s obligation to pay was conditional upon 
the happening of an event (the election of R) which may 
be characterized as a “chance event” in the sense that at the 
time the bet was made neither P nor D had sufficient infor- 
mation to be certain of the result. Every wagering contract 
involves these three elements: 

1. D’s performance depends on chance, 

2. P furnishes no performance in exchange for D’s per- 
formance, 

3. D’s performance did not indemnify P for any loss sus- 
tained by P. 

Wagering contracts must be distinguished from: 

1. Dealing in “Futures.” D may sell “short” to P 100 shares 
of X stock, that is, contract to sell and deliver stock that he does 
not own. D makes such contract with P in the hope that the 
market price of the stock will decrease and that he will be able 
to make a “covering” purchase at less than the price at which he 
sold to P. Similarly, D may sell grain or rubber for future de- 
livery. Speculative transactions of this nature, if consummated on 
a stock or commodity exchange, provide for delive^ at some 
time, and are therefore not wagering contracts. Dealing in “fu- 
tures” is legal even though P never actually takes delivery, but 
instead makes a cash settlement with D based upon the market 
price of the stock or grain at the time fixed for delivery. But if 
the contract discloses an intention that there be no actual de- 
livery but merely a settlement on the basis of difference in mar- 
ket prices, it is an illegal wager. 

2. Indemnity and Insurance. Contracts of indemnification, al- 
though performance is conditioned upon some casualty, differ 
from other wagering contracts in that P, or some designated 
beneficiary, is to be indemnified or exonerated for loss caused by 
the existence or happening of the condition. Insurance contracts, 
although in a sense wagers on life or property, are regarded as 
socially desirable devices for spreading certain risks, and are 
therefore legal. The applicant for insurance must, however, have 
an insurable interest in the life or property insured. If P takes 
out insurance on the life of X, a stranger, the contract is an il- 
legal wager, but if X is P’s debtor, the contract is legal — and 
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P can collect the face of the policy even though at the time of 
X’s death his debt to P had been paid. 

Agreements Tending to Obstruct Justice. Bargains 
tending to obstruct the administration of justice are illegal; 
the following are examples : 

1. Maintenance (D offers to pay P $100 if P will sue X: D*s 
motive is to annoy X). 

2. Champerty (P agrees to pay the expenses if D sues X, and 
D agrees to give P one half of any proceeds received by D as a 
result of said suit). 

3. Bargain to Conceal or Compound a Crime. 

4. Agreement to Pay Witness More than the Statutory Fee. 
The prohibition does not apply to an expert, but the fee of an 
expert must not be contingent on the outcome of a case. 

5. Bargains Restricting the Tribunal. A bargain which un- 
reasonably limits the court to which a party may resort (as be- 
tween Federal and State Courts) or the time of suit is illegal. 

Agreements in Violation of Public or Fiduciary Duty. 
The following are examples: 

1. Bargains to influence legislation by bribery (lobbying). 

2. Bargains by a public official that he will make a certain 
appointment. 

3. Bargains to induce granting of pardons. 

4. A bargain with a public service corporation as to the loca- 
tion or maintenance of public facilities in a manner opposed to 
the public interest 

^ 5. A bargain by a corporate officer or shareholder (for con- 
sideration enuring to him personally) to exercise his power in 
the management of the corporation in a particular way. 

Agreements Tending to Defraud ot Injure Third Per- 
sons. Examples are: 

1. Exemption from liability for wilful breach of duty. 

2. Exemption from liability for negligence. Where D is a per- 
son charged with a duty of public service (a common carrier, an 
innkeeper), he cannot exempt himself from liability for damages 
caused by his negligence, but D may properly agree upon a rea- 
sonable limitation of the damages recoverable for injury to prop- 
erty caused by D's non-wilful breach of duty. (The valuation 
placed on goods by^ the shipper ordinarily fixes the maximum 
amount recoverable in the event the goods are damaged or de- 
stroyed in transit.) 

3. Induced breach of contract — a bargain between P and D 
requiring breach of D*s contract with A. 

Agreements in Restraint of Trade. (Discussed under 
''Government Regulation of Business.”) 



CONTRACTS 


57 


RELIEF IN EXCEPTIONAL CASES 

In some cases refusal to grant relief might result in the 
indirect enforcement of the illegal contract or be against 
the public interest. Accordingly, the following exceptions 
have been established to the general rule that an illegal con- 
tract will be neither enforced nor rescinded at the instance 
of either party. 

P Ignorant of Illegality. P may recover compensa- 
tion for performance rendered while he was still justifiably 
ignorant of the facts. (D requests P, a truckman, to trans- 
port certain crates said by D to contain machinery, whereas 
in fact the crates contain rifles, the transportation of which 
is contrary to law.) P may also recover where he is igno- 
rant of statutory or executive regulations of a minor char- 
acter relating to a particular business, and where he is jus- 
tified in assuming that D has special knowledge of the legal 
requirements. 

Protection of Certain Class of Which P Is Member. 
Many contracts are declared illegal in order to protect a cer- 
tain class of persons. If P belongs to this class, the court 
will permit him to enforce the illegal contract and grant 
damages or rescission whichever is appropriate. (Mrs. P 
paid $50 to D, a matrimonial agent, in consideration of D's 
promise to introduce her to a prospective husband. Mrs. P 
was dissatisfied with the result and sued D to recover the 
$50. A marriage brokerage contract is contrary to public 
policy and therefore illegal. Yet in this case the court will 
not leave the parties where it finds them, for to permit D to 
retain the $50 would be to deprive of protection those very 
persons whom the law intended to protect by interdicting 
such contracts. Accordingly, a judgment rescinding the con- 
tract will be rendered in favor of Mrs. P.) 

Knowledge by P of D*s Illegal Purpose. P may know 
that D intends to make improper use of what he obtains 
under the bargain, but if P does nothing to further such 
wrongful use he may recover damages for what D has ob- 
tained, unless D*s intended purpose involves serious moral 
turpitude or unless a statute prohibits recovery. 
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Parties Not in Pari Delicto (Not Equally Culpable). 
Where P and D, though both culpable, are not in pari delicto, 
P (the more excusable) may repudiate the bargain and re- 
cover any performance rendered or its value, provided P is 
not guilty of any serious moral turpitude. (P, in New Jer- 
sey, sells stock to D, a banking corporation in New York, 
taking in payment notes which it was illegal for D to issue. 
P may recover judgment for value of the stock sold to D). 

Locus Poenitentiae (Opportunity to Repent). P may 
recover money paid D (or goods delivered to D) so long as 
the bargain containing an illegal provision is unexecuted in 
its illegal part unless P*s entering into the agreement in- 
volves serious moral turpitude. (P and D make a bet and 
deposit the stakes with C. D wins the bet. P notifies C not 
to pay D. C nevertheless does pay D. P may recover the 
amount of his deposit from either D or C.) 

Contracts Illegal in Part. Assume that D makes two 
promises to P in consideration of two acts, promise num- 
ber 1 being illegal and promise number 2 being legal. If 
the two acts are apportioned so that act 1 supports promise 
1, and act 2 supports promise 2, then promise number 2 is 
enforceable notwithstanding the illegality of promise num- 
ber 1, unless the whole transaction involves serious moral 
turpitude or is prohibited by statute. If the contract is bi- 
lateral and involves the exchange of, say, P's two promises 
for D's two promises and one of D's promises is illegal, the 
other (legal) promise made by D is enforceable provided a 
corresponding legal promise by P was apportioned as con- 
sideration for it. But no part of the bilateral contract will 
be enforced if the illegal portion of the bargain is an essen- 
tial part of it. 

Effect of Supervening Illegality. In case of illegality 
supervening through change of fact or law, D must make 
return to P for performance rendered by P (or for a 
breach occurring) while it was legal. Where, however, the 
bargain was illegal when formed, it is not validated by a 
change of fact, except where at the time the agreement was 
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tnarlp neither party knew nor had reason to know the fads 
tnaVing it illegal. Similarly, a change of law will not 'vali- 
date a bargain that was illegal at the time of its formation, 
^ inlpsc8 the legislation so declares. 
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ASSIGNMENT 

MEANING OF ASSIGNMENT 

Certain kinds of contract rights can be transferred (as- 
signed). Thus, if A owes B $500, B can effectively assign 
this claim to C over A’s protest. (A is the obligor, B the 
assignor, and C the assignee.) No consideration is neces- 
sary to validate the assignment by B to C : it may be a gift. 
But B must be the actual or potential owner of the right in 
order for the assignment to be effective as an executed 
transaction. In the absence of statutory provision, the as- 
signment need be in no particular form: it may be oral or 
written, although the advantage of a writing is obvious. 

WHAT RIGHTS CAN BE ASSIGNED 

Contract rights (including all claims for money) are in 
general freely transferable except in the following cases: 

Assignment Involving Change in Duty of Obligor. 
If A agrees to work for B, B cannot assign to C his (B’s) 
right to A's services. To recognize such assignment as ef- 
fective would be to materially vary the duty of A notwith- 
standing the fact that A could still hold B for the compen- 
sation agreed upon. Similarly if A agrees to sell goods to 
B on thirty days’ credit, B cannot assign his right to C : C’s 
financial position may be much weaker than B’s, and to com- 
pel A to extend credit to C instead of to B would be to in- 
crease the burden of risk imposed on A by the contract. 

Some Rights Not Assignable. There are certain 
claims not legally assignable at common law (future salary 
of a public employee, a pension granted in consideration at 
least in part of continuing future services, future alimony, 
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damages for an injury the gist of which is to the person 
rather than to property). But A may assign to P A's claim 
against D (otherwise assignable) for land, goods, or other 
property interests or for (assignable) mon^ damages, al- 
though the claim is being (or must be) litigated (and P is 
to enforce it at his own expense, paying a share of the pro- 
ceeds — unless P gives no other substantial consideration). 

Contract Prohibiting Assignment. Where a contract 
between A and B prohibits assignment by B of his rights, 
and B nevertheless attempts to assign to C, C acquires 
rights against B by virtue of the attempted assignment, and 
A fan, if he so desires, discharge his contract obligation by 
rendering to C the performance which he was botmd to 
render to B. But C in most states acquires, by the attempted 
assignment, no enforceable right against A. 

Assignment of Future Wages by Person Unemployed. 
One can assign only credits (rights) of which he is, at the 
tiTn<> of the assignment, actual or potential owner. Hence if 
B is unemployed, he cannot make an effective assignment of 
future wages. Such future wages constitute a mere expect- 
ancy. If, however, B is employed, he may make an effec- 
tive assignment of future wages, subject to statutory limi- 
tations which have been enacted in various states for the 
protection of workers. Such statutes commonly limit as- 
signments to one-fourth of future wages, provide that only 
one assignment shall be satisfied at a time, and are designed 
to curb the practice of including wage assignments in con- 
tracts of conditional sale (instalment purchases) in such 
manner that the wage earner signs the contract of sale with- 
out realizing that he is at the same time making an assign- 
ment of his future wages. 

DELEGATION OF PERFORMANCE 

If A (general contractor) agrees to construct a building 
for B, it is understood that A will let out different parts of 
the work to subcontractors (plumbing, electric wiring). 
Since the contract is not of such mture as to require per- 
sonal performance by A, A can delegate the work to X, and 
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B has no right to interfere with X's performance. So long 
as X builds in accordance with the plans and specifications, 
A’s duty is fulfilled. If A, in addition to delegating to X the 
task of performance, has also assigned to X the right to col- 
lect payment, X will of course be in a position to enforce 
B’s contract obligations. It cannot be overstressed, however, 
that such delegation of performance and/or assignment of 
rights by A does not relieve A of his contract obligations to 
B, If the building is not completed in conformity with the 
contract A is liable to B in damages, and that liability is not 
in the least aflfected by the fact that A may have delegated 
performance and/or assigned rights to X. (In most juris- 
dictions X would also be liable to B in damages, at B’s elec- 
tion, if X had expressly or by implication assumed A’s con- 
tract obligations.) 

Of course, if B consents to substitute X as obligor for A, 
then we have a new contract (novation) and thenceforth 
only X will be liable to B for failure to perform. In gen- 
eral, duties that are neither personal nor confidential in their 
nature may be delegated, unless such delegation is forbidden 
by the contract or by statute or common law policy. 

^ EFFECT OF ASSIGNMENT 

Where B assigns to C a right against A, and C sues A, 
A may interpose against C the same defenses that he might 
have asserted against B, if those defenses are based on facts 
existing at the time of the assignment or on facts arising 
thereafter but before A knew of the assignment. (A bought 
goods from B at price of $500. The goods were defective 
and A promptly offered, to return them. B refused to take 
the goods back ahd assigned the account to C, who sues A 
for $500. A may set up as a defense against C the defec- 
tive character of the goods.) Thus it is said that the as- 
signee stands in the shoes of the assignor. 

EFFECT OF SUCCESSIVE ASSIGNMENTS 

Where B makes two or more successive assignments (to 
C, D, E) of the same right against A, priority as between 
C, D, and E depends in most states on which of the as- 
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signees was the first to notify A of the assignment. Even in 
those states which give priority to C (the earliest assignee) 
irrespective of notice, A is protected if he has paid B or D 
without notice of the assignment to C. In such states, how- 
ever, if A has paid D, C could recover from D. 

ASSIGNOR’S WARRANTIES 

Unless the facts show a different intention, B (ass^or 
by assignment under seal or for value) impliedly warrants 
to C (assignee) : 

(a) That he will do nothing to defeat or to impair the 
value of the assignment; 

(b) That the right as assigned actually exists, subject 
to no limitations or defenses except those then stated or 
apparent; and 

(c) That any token, writing, or evidence of the right 
delivered to C as part of the transaction (or shown to him 
as part of the transaction, or shown to him as an induce- 
ment thereto) is genuine and what it purports to be. 

He does not (by the mere fact of assignment) vrarrant 
that A (obligor) is solvent or will perform. A guaranty by 
B (assignor) tlat A will perform his duty is not within the 
Statute of Frauds, since his contract is entered into for a 
consideration wholly for his own (B’s) benefit. 
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INTERPRETATION OF CONTRACTS 

DEFINITION OF INTEGRATION 

Where the parties adopt a writing (or writing's) as the 
final and complete expression of their agreement it is said 
to be integrated. An integration is the writing or writings 
so adopted,^ An integration, then, consists of words and 
it is the function of interpretation to ascertmn the meaning 
to be pven to the words used by the contracting parties. 

GENERAL STANDARD OF INTERPRETATION 

Where there is an integration, the law attaches to words 
(or other manifestations of intent) the meaning which would 
be given to them by a reasonably intelligent person knowing 
all the circumstances surrounding the contract and all the 
business customs pertinent to the transaction. (“If ... it 
were proved by twenty bishops that either party, when he 
used the words, intended something else than the usual mean- 
ing which the law imposes upon them he would still be held, 
unless there were some mutual mistake, or s omething else of 
the sort.”) For example, a writing provided that the lessee 
should pay all taxes assessed against the lessor by reason of 
the lessor’s ownership of the leased premises. Held: that 
these words did not include the lessor’s income taxes based 
on his receipt of rental. If, however, the law g^ves to cer- 
tain words an established meaning, such meaning is con- 
trolling (tmder Sec. 22 of the New York General Construc- 
tion Law words of masculine gender include the feminine 
and neuter; similarly, many words and phrases used in deeds 
and contracts relating to real property have tprhniral mean- 


1 Re^tement of Contracts, S228. Copyright, American Law Institute: all rights 
reserred. 
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ings). Where there is no integration, words or other mani- 
festations of intent A to B are given the meaning A 
should reasonably expect B to give them. 

Primaiy Rules in Aid of Standards of Interpretation. 
A reasonably intelligent person would understand words in 
the ordinary meaning which thqr bear throughout the coun- 
try. He would give to technical words their technical mean- 
ing. (An insurance policy limits the risk to “port risk in 
the port of New York.” The technical meaning of these 
words can and should be established 1^ expert testimony.) 
He would seek for the meaning of the agreement as a whole 
and would endeavor to clarify sentences or paragraphs of 
doubtful meaning in the light of the entire agreement. He 
would also examine the conduct and acts of the parties after 
the making of the contract for some indication of what thqr 
meant by the words used in their contract. 

Secondary Rules in Aid of Standards of Interpretation. 
Our interpreter wotild, of course, prefer a reasonable to an 
unreasonable interpretation. (What is the meaning of “a 
ro 3 ralty of 50 cents per 1,000 feet on all pipes for an output 
of 5,000,000 or less feet per year, and for all pipes of an 
output of over 5,000,000 feet per year at the rate of 30 cents 
per 1,000 feet”? Assume the output is 8,000,000 feet per 
3 rear. Is the royalty $2,400 [8,000 X *30] or $3,400 [5,000 
X .50 3,000 X >30] ? Our interpreter* would answer 

^,400. To interpret the contract literally as calling for a 
rate of 30 cents per 1,000 feet on all when the output is more 
than 5,000,000 feet per year would lead to the absurd con- 
clusion that the rojralty on 8,000,000 feet is less than that 
on 5,000,000 feet.) 

1. Principal Apparent Purpose of die Paiiies. A leased to B 
a roof for the purpose of erecting an advertuing sign. The lease 
provided for termination by B if a “building” should be con- 
structed on adjoining property of such height as to obscure the 
view of B’s si^. There was erected on the roof of an adjoining 
building a sign which obstructed the view of B’s sig^. The court 
held that the obstructing sign was a "building” within the mean- 
ing of that term as used in the lease. Our interpreter, having in 
mind the principal apparent purpose of A and B as expressed in 
the lease, must have come to the same conclusion, notvrithstamd- 
ing the lexicographical difficulties in the way of such an interpre- 
tation. 
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2. Specific Language Supersedes Generalities. Our interpreter 
would assume that specific provisions, rather than general clauses, 
express the intention of the contracting parties. 

3. The Draftsman Not Entitled to the Benefit of the Doubt 
Where A drafts the contract and submits it to B, ambiguous 
language will be resolved in favor of B. A, more easily than B, 
could have prevented mistakes in meaning by careful choice of 
words. 

4. ^ Writing Takes Precedence over Printing. Where written 
provisions are inconsistent with printed provisions our interpreter 
will give effect to the former on the assumption that they express 
the true intent of the contracting parties. 

THE PAROL EVIDENCE RULE 

Under the parol evidence rule an integration cannot be 
varied or supplemented by prior agreements (oral or writ- 
ten) or by contemporaneous oral agreements. (A certificate 
of deposit does not specify that the money on deposit is to 
bear interest. An oral agreement for interest cannot be 
shown. It is reasonable to assume that the provision for in- 
terest would have been inserted in the certificate [the inte- 
gration] if the parties had intended such provision to be a 
part of their agreement.) 

Exceptions to the Parol Evidence Rule. Prior or 
Contemporaneous Agreements can supplement an integra- 
tion in the following cases. 

1. Collateral Contract. If the prior or contemporaneous sup- 
plemental agreement relates to the same subject matter as the 
inte^ation, is consistent therewith, and is made for a separate 
consideration, or might naturally have been made as a separate 
agreement, it is not superseded by the integration. (D assigns 
mortgage to P, D guaranteeing payment of the mortgage; parol 
evidence is admissible to show liiat P, for a separate considera- 
tion, agreed to keep the premises insured for the protection of D.) 

2. ^ No Con^deration Steted in Integration. Where no consid- 
eration is recited in an integration, extrinsic evidence to prove 
that there was in fact consideration is admissible. (A m writing 
promises to pay $500 to B: B orally promises in consideration 
therefor to paint A’s portrait; parol evidence is admissible to 
prove B’s oral promise with the result that both the written and 
the oral promises are operative.) 

3. Condition Precedent The existence of a contract may, 
without inconsistency, be made to depend on some contingency, 
and parol evidence of an oral agreement to that effect is admis- 
sible. (A delivers to B a written contract, saying: “This contract 
is not to go into effect until I ob^ the loan of $5,00(K'; the mak- 
ing of the loan to A is a condition precedent to the existence of 
the contract. Parol evidence is admissible to prove the condi- 
tional delivery.) 
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When Parol Evidence Is Admissible. Agreements 
prior to or contemporaneous with an integration are ad- 
missible : 

(a) To establish the meaning of the integration if it is 
ambiguous on its face or in the circumstances under which 
the parties contracted, but not to give it a meaning completely 
alien to anything its words can possibly express. (A writ- 
ten contract provides for the sale of goods shipped “Ex 
Peerless.” There are two ships of that name. Parol evi- 
dence is admissible to show which of the two ships the 
parties referred to.) 

(b) To prove facts showing the agreement void or void- 
able for illegality, fraud, duress, mistake, or insufficiency of 
consideration. (Where P sues D for rent due under a lease, 
D may prove by parof evidence that both parties contem- 
plated a lease for an illegal purpose which P was to promote.) 

(c) To prove the falsity of recitals of any fact in an 
integration. (P sues D on a promissory note made and de- 
livered by D to P. The note bears on its face the statement 
that it was given “for value received.” D may show that, in 
fact, no consideration was given for the note.) 

USAGE 

Usage is customary practice prevailing in a large or small 
district, among all or part of the people in such district or 
among those engaged in some particular trade. Usage can- 
not change a rule of law, but it does define the meaning of 
words used by the parties if : 

(a) The parties manifest assent that it shall be opera- 
tive ; or 

(b) Either party intends the effect of his words or other 
acts to be governed by the usage, and the other party knows 
or should know of such intent ; or 

(c) The usage exists in such transactions as each party 
knows or as is generally known by persons in such circum- 
stances. (P sold D “current quality manila hemp” at a spec- 
ified price. A clause of the contract provided for arbitra- 



BUSINESS LAW 


68 

tion “in the usual manner.” P may prove by parol evidence 
that a custom exists in the hemp trade to the effect that a 
price named in a contract represents merely a standard of 
value, and the actual price of the hemp is to be determined 
on the basis of its quality by an arbitration proceeding.) 

Both Parties of Same Place or Occupation. If both 
parties are of the same place (and the agreement is to be 
performed there) the applicable usages of that place are 
operative, unless either party knows or should know that the 
other does not so intend. Similarly where both parties be- 
long to the same group or occupation, group customs or 
trade usages are operative. 

CONDITIONS 

A promise is absolute if the duty of performance depends 
solely on the lapse of time. (D delivers to P D's six months' 
negotiable promissory note. The note evidences an absolute 
promise to pay at a definite time.) A promise is conditional 
if the duty of performance depends on the happening of 
some event other than the mere lapse of time. (A policy of 
marine insurance is issued on a vessel “lost or not lost.” 
The vessel has already been lost at the time of issuance of 
the policy; i.e., the condition fixing the insurer's duty of per- 
formance has occurred.) 

Condition Precedent. In the example last given the 
loss of the vessel was a condition precedent to the fixation 
of a duty of immediate performance on the part of the in- 
surer. Note that the fact coristituting the condition (loss of 
the vessel) occurred before the contract was formed. Usu- 
ally the condition refers to some contingent future fact (in- 
surance policy conditional on a specified kind of future loss). 
The condition may also be a present fact (sale of glass war- 
ranted to be shatterproof). 

Architect’s Certificate. Building contracts usually provide that 
the contractor, before becoming entitled to payments, shall 
furnish the certificate of a designated architect to the effect that 
the work conforms to the plans and specifications. Most courts 
treat the production of the certificate as a condition precedent, 
excused by the architect’s death, insanity, or arbitrary caprice. 
Where, however, the architect acts unreasonably but honestly, 
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there is a conflict of authority as to the effect that should be 
given to his refusal to grant a certificate. Under such circum- 
stances it would seem that production of the certificate should 
not be excused. 

Condition Subsequent. A condition subsequent is a 
fact which will extinguish a duty to make compensation for 
a breach of contract after the breach has occurred. In prac- 
tice, illustrations of such conditions in contracts are rare. 
Form is deceptive in this regard. Thus, a fire insurance 
policy provides that failure to notify the insurer within 
thirty days after the loss shall terminate the duty to pay. In 
form, failure to notify within thirty days is a condition sub- 
sequent, but in effect the giving of the prescribed notice is a 
condition precedent to the duty of immediate payment by 
the insurer. The same policy provides that suit must be 
started within sixty days after the rejection of a claim. 
Failure to sue within this time is a true condition subse- 
quent since it extinguishes the insurer's duty of immediate 
performance which had previously arisen. 

Concurrent Condition. Assume that P agrees to sell 
and deliver to D a typewriter for $35 in cash. Then P must 
either deliver or tender delivery before the duty of imme- 
diate pa)mient arises in D. D, likewise, must either pay or 
tender payment before the duty to make immediate delivery 
arises in P. Thus, performance or tender of performance by 
each is a condition precedent. Such conditions precedent are 
called mutual and concurrent conditions. (A tender is an 
oflfer to perform if the other party simultaneously performs- 
The offer to perform must be coupled with “manifested 
present ability to make it good.”) 

Express Conditions. A condition is express because 
the agreement so provides. (A promises to pay B $500 for 
a certain automobile if it can develop a speed of 75 miles 
per hour.) 

1. Promise to Pay Money on Demand. P lends D $500 which 
D agrees to repay “on demand.” One would think that P could 
not^ successfully sue D for the debt without having made a pre- 
liminary demand for payment. But the law is not so. A promise 
to pay one’s own money debt on demand is regarded as uncon- 
ditional. However, P could not recover interest as damages un- 
less he made a demand. In the case of bank deposits usage pre- 
scribes the necessity of a demand by the depositor as the condi- 
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tion of raising a duty of immediate payment by the bank, but in 
regard to individual money debts payable on demand, ‘‘on de- 
mand” is, to the extent indicated, a misleading expression. This 
peculiar rule is limited to promises to pay money debts on demand. 
If A promises to deliver to B on demand a certain type of cut- 
ting machine for which B has paid in advance, B has no right of 
action against A without first making a demand on A for delivery. 

2. Satisfaction of Promisor. D*s promise may be conditioned 
upon his being satisfied with P’s performance. (D agrees to pay 
P $500 if P will paint D’s portrait to D's satisfaction. P paints 
D’s portrait and several artists testify to the excellence of P’s 
work. D expresses dissatisfaction, which is genuine, but for 
which he can give no reason. D does not have to pay P.) But 
if the contract does not involve personal taste or preference, per- 
formance to D’s satisfaction is interpreted to mean a performance 
that would satisfy a reasonable person. (P agrees to repair 
boilers to D’s satisfaction. P can recover judgment on proof 
that the specified work was properly completed, notwithstanding 
D’s expressed dissatisfaction, for “that which the law will say a 
contracting party ought in reason to be satisfied with, that the 
law will say he is satisfied with.”) 

Conditions Implied by Law (Constructive Condi- 
tions). A bilateral contract ordinarily involves an ex- 
change of performances as well as an exchange of promises,. 
Where goods are sold on credit, payment is not to be made 
at the same time as delivery, but payment is nevertheless 
regarded as the exchange performance for delivery of the 
goods. The parties may define the manner and extent to 
which their duties are dependent (express conditions). In 
the absence of such expressed intention, the law defines the 
relation between duties of performance (constructive con- 
ditions) . 

1. Simultaneous Performances. Unless a contrary intent is 
clearly manifested, mutual performances are concurrent condi- 
tions if the promises can be simultaneously performed. In a cash 
sale delivery and payment are concurrent conditions. 

2. Performances Not Simultaneous. Where by the terms of 
the contract P’s performance is due before D’s, D’s duty is con- 
structively conditional on earlier performance being rendered by 
P. (P contracts to sell and deliver goods to D on sixty days’ 
credit. Delivery of the goods by P is a condition precedent to 
D’s duty to pay for them.) 

Conditions Precedent Excused. Conditions precedent 
are excused (that is to say, D, promisor, becomes bound to 
perform without the existence or occurrence of the con- 
dition) : 

(a) If D prevents or hinders the occurrence of a con- 
dition or the performance of a return promise. 
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(b) By a new contract between the parties dispensing 
with the condition. 

(c) By waiver. (A contract for the sale of goods speci- 
fies November 1 as the delivery date. The goods are not 
delivered on that day. On November 3 the buyer writes the 
seller that he will accept the goods if delivered by Novem- 
ber IS. On November 6 the buyer writes the seller that he 
has changed his mind and does not want the goods. The 
buyer is duty bound to take the goods if delivery is tendered 
on or before November IS, provided the seller has mate- 
rially changed his position after receiving the buyer's letter 
of November 3 and before receiving the buyer's letter of 
November 6. If the seller has not so changed his position, 
the buyer is not bound to take the goods, as a waiver can 
be withdrawn at any time before the other party has mate- 
rially changed his position in reliance thereon.) 

(d) By voluntary receipt or retention of performance 
known to be defective (though D may have had a right to 
recover damages therefor). (P agrees to complete a build- 
ing for D by March 1. The building is not completed on 
that date and P continues the construction work with the 
co-operation or at least acquiescence of D. D has waived 
the condition : he elected to keep the contract alive and not 
treat the delay as a material breach. D must therefore per- 
form his part of the contract, though he may have an action 
against P for damages caused by the delay in completion. 
The same principle applies where a buyer accepts goods after 
the agreed date for delivery.) 

(e) By some kinds of impossibility. (P lends D $100. 
D pledges a ring as security and promises to repay the money 
on return of the ring. The ring is stolen through no fault 
of P. D must pay P $100.) 

(f) By D*s repudiation or manifestation of inability. 
(P agrees to sell and D to buy a famous painting for $5,000, 
payment and delivery to be made August 1, 1941. On May 
10, 1941, D informs P that he will not take the painting. 
On June 1, 1941, P sells the painting to X for $4,000. P 
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sues D for $1,000 damages. In this action P need not show 
that he tendered delivery of the painting on August 1. Such 
tender was a constructive condition, but it is excused by D’s 
repudiation. P need show merely that he would have made 
the tender on August 1 had it not been for D’s repudiation.) 

(g) By tender of a check or currency. If tender of a 
valid check or currency (not legal tender) in performance 
of an obligation to pay money is rejected without a state- 
ment that the medium of payment is the ground of objec- 
tion, the tender is not open to subsequent objection on that 
ground if (upon such objection) legal tender could have 
been obtained and seasonably tendered. 



Chapter XII 

DISCHARGE OF COISTTRACTS BY AGREEMENT 
OR BY PERFORMANCE 

MEANING OP DISCHARGE 

A contractual duty to render a specified performance may 
be discharged by agreement, by performance, by breach, by 
impossibility, or by operation of law. To say that a primary 
duty of performance has been discharged by D's breach 
means that a new duty has been substituted — D must make 
compensation in damages for his breach of contract. In gen- 
eral, the rules governing discharge of primary duties apply 
with equal force to the discharge of the remedial duty to 
make compensation in damages. 

Discharge by Agreement Includes Discharge: 

1. By Nonoccurrence of Condition Precedent. The nonoccur- 
rence of a condition precedent within the prescribed time, 
where un excused, discharges D*s duty of performance. (P_ agrees 
to sell and deliver goods to D for cash. P*s unexcused failure to 
deliver or tender delivery of the goods within the time specified 
discharges D*s duty to pay for them. Similarly, D’s unexcused 
failure to pay or tender payment excuses P’s duty to deliver the 
goods. Note that P's failure to deliver excuses performance by 
D, but, of itself, it is insufficient to give D an action for damages: 
in order to have the right to bring such action D must tender 
performance.) 

2. By Occurrence of Condition Subsequent. A duty of im- 
mediate performance may be terminated by a subsequent event. 
(P sells and delivers goods to D under a contract of sale or re- 
turn, no term of credit being given. D returns the goods thereby 
discharging his duty to pay the price.) 

3. By Release or by Contract Not to Sue. P lends D $500. 
P delivers to D a writing under seal (or for a sufficient consid- 
eration) stating that P releases D from the obligation to pay 
the debt. D's duty to pay is discharged whether the debt was 
due when the release was delivered or not. The same result 
could have been reached by a binding promise by P never to sue 
for the debt. 

4. By Agreement to Rescind. The parties may agree to re- 
scind their contract and if each party surrenders some rights the 
rescission is effectual. Just as consideration is necessary to vali- 
date the original agreement, consideration is necessary to validate 
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the agreement to rescind. In those states where a seal still re- 
tains its common law effect, a seal will take the place of con- 
sideration. 

5. By Accord and Satisfaction. An accord is a valid con- 
tract between creditor and debtor for the settlement of the claim 
by some future performance other than that which is due under 
the existing contract. Satisfaction is performance of the accord, 
discharging the claim. As long as the accord is executory, the 
creditor has the power to repudiate it and insist on performance 
of the original duty. (P agreed to discharge a judgment against 
D, if D made payment up to a certain amount and then assigned 
to P a patent. D made payment as agreed, and then tendered to 
P an assignment of the patent which P refused to accept. P 
could enforce payment for the unpaid balance of the judgment. 
The result would have been different if P had agreed that the ac- 
cord itself was to operate as an immediate satisfaction of the 
judgment.) 

6. By Account Stated. Assume that there are cross accounts 
between P and D, and that an accurate computation shows that 
after subtracting P’s debt to D, D still owes P $500. Assume, 
further, that P and D assent to the account as correct. Then, the 
matured debts have been discharged, and a new duty has arisen 
in D to pay P $500, the amount found to be due by the account 
stated. However, if unknown to P or D there was some error 
in the computation neither would be bound by his assent, unless 
the other had materially changed his position in justifiable reliance 
on the correctness of the account as stated. After the debt (even 
one unenforceable because of the Statute of Frauds or barred by 
the Statute of Limitations) has formed an item in an account 
stated, it must be taken that D has satisfied himself of its jus- 
tice, and that it is a debt which forms good consideration for a 
new promise: P (the creditor) may reasonably be excused for 
not preserving the evidence necessary before D's admission. 

7. By Assignment. An assignment to a third person may be 
effective, in which case the debtor’s duty to the assignor is dis- 
charged; or it may be conditional, revocable, voidable, or unen- 
forceable, m which case the discharge is subject to a correspond- 
ing infirmity. 

8. By Novation. A novation is a contract operating as an 
immediate discharge of a previous duty, creating a new contrac- 
tual duty and including as a party one who neither owed the pre- 
vious duty nor was entitled to its performance. (A, a business 
man, sells his business to D. D agrees to assume A’s liabilities. 

one of A s creditors, agrees to look to D for payment rather 
than to A. As duty to P has been discharged: D has been sub- 
stituted for A as debtor to P.) 

9. By Avoidance of Voidable Duties. Thus, an infant can dis- 
affirm his contract Similarly, where P has been induced by fraud 
to contract with D, P can avoid the contract 

10. By Cancellation or Surrender. Where P (obligee) can- 
cels or surrenders to D (obligor) a formal unilateral contract P 
thereby manifests his intent to discharge D’s duty 
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DISCHARGE BY PERFORMANCE 

Exact Performance. Discharge by performance 
should in strict logic be confined to exact performance, in 
the sense that a contractual duty is discharged by exact per- 
formance thereof. Less than exact performance by P, though 
creating a right in him, does not fully discharge him from 
his duty to D. It is, however, usual and convenient to state 
here the other degrees of performance and their legal results. 

Substantial Performance. When P has unintention- 
ally deviated from exact performance as to a matter of slight 
importance not going to the essence of the contract and 
readily compensable by damages, there is said to be sub- 
stantial performance, and he may still recover on the basis 
of the contract price, leaving D to recover damages in a 
cross-action or by separate suit. (P contracts with D, a 
builder, for the erection of a building according to certain 
specifications. The specifications for plumbing work call for 
certain ''standard pipe'' of Reading manufacture. D erects 
the building, and unknown to D Cohoes pipe is used instead 
of Reading pipe. Cohoes pipe is the same in quality, appear- 
ance, and price as Reading pipe. The architect refuses to 
give P a certificate unless P does the work anew, which 
would involve the demolition at great expense of parts of 
the completed structure, the plumbing being encased in walls. 
P can recover a judgment against D for the contract price 
less an allowance for the difference, if any, in value between 
the two kinds of pipe. Usually, the allowance would be 
measured by the cost of replacement, but in this case the 
cost of replacement would be "grossly and unfairly out of 
proportion to the good to be attained.") 

Value of Benefit. Where P has deviated (still unin- 
tentionally) as to a matter which does go to the essence of 
the contract, he may not recover on the basis of the contract 
at all. If the result of his work is of some benefit to the 
other party, he may recover the value of that benefit upon 
the theory of a contract implied in law (quasi-contract). 
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Application of Payments. Where D owes P a sum of 
mon^ on an open account consisting of items each of which 
is past due, a partial payment by D is applied: 

(a) Where D directs certain application. Application 
is made in accordance with D’s instructions to which P as- 
sents by accepting the pa3mient. 

(b) In absence of direction by D. If D makes a partial 
payment but does not manifest his intention as to how it is 
to be applied, P may make any distribution he desires if he 
notifies D thereof within a reasonable time. P may even 
apply the payment to a debt which is unenforceable because 
of the Statute of Frauds or which is barred by the Statute 
of Limitations ; but P may not apply the payment to a claiw 
which is u nm atured, disputed, or illegal. 

(c) Payment not applied by D or P. If neither party 
seasonably exercises his power, the payment should be ap- 
plied to the earliest matured debt to which P might have 
applied it. 



Chapter XIII 


DISCHARGE OF CONTRACTS BY BREACH 

BREACH OF CONTRACT DEFINED 

Breach of contract means the total or partial non- 
performance of any contractual duty of immediate perform- 
ance by D, or the unjustified prevention or hindrance by D 
of performance by P, or the unjustified prevention by D of 
the happening of some condition essential to create a right 
in favor of P, or (except in a few states) anticipatory re- 
pudiation by D. 

WHEN BREACH DISCHARGES DUTY TO PERFORM 

A breach by one party to a bilateral contract, so material 
as to justify refusal to perform a contractual duty by the 
other party discharges that duty. Where the breach is total, 
remedial rights provided by law are substituted for all the 
existing contractual rights of the injured party, or can be 
so substituted by him. A partial breach gives rise to reme- 
dial rights which can be substituted by the injured party for 
only a part of his existing contractual rights. 

MATERIAL BREACH: MUTUAL PROMISES 
DEPENDENT 

Where mutual promises for an agreed exchange are de- 
pendent, a material failure of (or delay in) performance by 
one party to a bilateral contract (not justified by the conduct 
of the other) discharges the duty of the other to give the 
agreed exchange. Such failure of performance by P is 
called failure of consideration. 

Materiality of P’s Failure to Perform. No mathemati- 
cal rule can be laid down by which one can determine when 
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P’s failure to perform a promise discharges D’s duty to per- 
form the return promise. One can do no more than state 
the general considerations applicable to the problem, viz: 

(a) The extent to which D will obtain the substantial 
benefit he anticipated; 

(b) The extent to which D may be adequately com- 
pensated in damages ; 

(c) The extent to which P has partly performed or pre- 
pared to perform; 

(d) The greater or less liardship on P in terminating 
the contract; 

(e) Whether P’s conduct was wilful, negligent, or in- 
nocent; and 

(f) The greater or less uncertainty that P will perform 
the remainder of the contract.^ 

The doctrine of substantial performance (page 75) il- 
lustrates the application of these principles. To say that a 
contract has been substantially performed is but another way 
of saying that P’s breach is not material. A further illustra- 
tion is to be found in mercantile contracts providing for in- 
stalment delivery and payment. (P contracts to sell and D 
to buy two thousand tons of coal monthly, at a stated price 
payable monthly ten days after each instalment is delivered. 
P delivers one instalment, but makes defective delivery of 
the second. The Uniform Sales Act provides that it is a 
question of fact whether P’s breach is so material as to jus- 
tify D in refusing to go on with the contract. A similar 
question arises with regard to the buyer’s delay in paying 
for one instalment.) 

Materiality of P’s Delay in Performance. In deter- 
mining the materiality of P’s delay in performance, 

(a) P’s failure to perform on the exact day agreed on 
does not discharge D unless the contract so provides or is 
such that performance on the exact day stated is of vital 
importance ; 


1 Restatement of Contracts, §275. CopTright Americain Law Institute; all rights 
reserved. 
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(b) In mercantile contracts, performance at the time 
agreed on is important; and D’s duty is discharged if P’s 
delay is considerable (P having in mind the nature of the 
transaction and the seriousness of the consequences) and if 
it is not justified by D’s conduct; 

(c) Less delay by P discharges D if P has not started 
to perform at all than if he has partly performed; 

(d) P’s delay must be greater in order to discharge D 
if it is a contract for the sale or purchase of land than if it 
is a mercantile contract. 

Failure of Consideration as Condition Subsequent. 
Subsequent total failure of the consideration moving from 
P may, as a constructive condition subsequent, discharge an 
existing right of action for breach of contract by D. (P 
contracts to sell and D to buy a certain painting on July 1, 
1941. D agrees to pay the price on June 15, 1941. D fails 
to pay as promised and P consequently acquires a right of 
action. Before July 1 the painting is destroyed by fire with- 
out fault on the part of P. P’s right of action is discharged. 
Note that ownership of the painting was not to be trans- 
ferred to D until July 1.) 

Prospective Failure of Consideration (Breach by An- 
ticipatory Repudiation), Anticipatory repudiation 
means that D (without justification and before breach) 

(a) Positively stated to P (promisee, or other obligee 
under the contract) that he would not or could not sub- 
stantially perform, or 

(b) Transferred or agreed to transfer to A an interest 
in specific property essential for the substantial performance 
of his contractual duties to P, or 

(c) By voluntary affirmative act made substantial per- 
formance of his contractual duties impossible or apparently 
impossible. 

(D agrees to sell and P to buy goods at a stated price in 
the future. Before the time for performance arrives, the 
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price goes up and D informs P that he will not deliver the 
goods unless billed at the price in effect on the date of ship- 
ment. D has committed an anticipatory breach. P now con- 
tracts to buy similar goods from X at an advanced price, 
thereby changing his [P’s] position. On the agreed delivery 
date D tenders to P the goods ordered at the price origi- 
nally fixed by the contract. P is under no duty to accept the 
goods: the subsequent tender by D of correct performance 
is inoperative to prevent the occurrence of the breach at the 
time D’s performance was due.) 

AGREEMENT FOR LIQUIDATED DAMAGES 

Contracts often contain provisions fixing the amount of 
damages in advance of any breach (a building contract may 
provide that the contractor is to pay $100 a day for each 
day’s delay in completion). According to the Restatement 
such provision for “liquidated damages” is enforceable if 
the amount so fixed is a “reasonable forecast of just com- 
pensation for the harm caused by the breach and that harm 
is incapable (or very difficult) of accurate estimation.” If, 
however, the amount fixed bears no relation to the actual 
damage and is so excessive as to constitute a fine or for- 
feiture, the provision (although designated in the contract 
as one for “liquidated damages”) will not be enforced, and 
damages will be assessed in the usual way at the trial. 



Chapter XIV 


DISCHARGE OF CONTRACTS BY OBJECTIVE 
IMPOSSIBILITY AND BY OPERATION 
OF LAW 

SUBJECTIVE AND OBJECTIVE IMPOSSIBILITY 

If P and D contract, it may be impossible for D to per- 
form, yet X or y or Z might be able to render the per- 
formance called for by the contract. Here the impossibility 
is subjective — is due entirely to the inability of the indi- 
vidual promisor, and not to the nature of the thing to be 
done (objective impossibility). Subjective impossibility 
neither prevents the formation of a contract nor discharges 
a contractual duty. (D promises for a sufficient considera- 
tion to pay P $1,000 on July 1, 1931. D*s only means of 
payment is a deposit in the X bank, and P knows this to be 
so. On June 15, 1931, the X bank fails, D receiving a final 
dividend of $200. D's duty to P is not discharged.) The 
discussion that follows relates to objective impossibility. 

SUPERVENING IMPOSSIBILITY 

Supervening impossibility, arising out of facts (occurring 
at or before the time when performance of a promise is 
due) which D (promisor) had no reason to anticipate and 
to whose occurrence he did not contribute, discharges D un- 
less a contrary intent is shown. Thus D’s duty to raise a 
crop on particular land will be discharged by a drought. It 
is not necessary that the impossibility be brought about by 
the elemental forces of nature (act of God, vis major) : 
other causes will suffice. (D contracts to sell P a certain 
rare painting. Before ownership is transferred to P, X, a 
maniac, slashes and destroys the painting. X’s act discharges 
D’s duty.) 

Where Promisor Assumes the Risk of Impossibility. 
D may make an absolute promise of a certain performance, 

8i 
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disregarding the possible happening of events that would 
make such performance impossible. D^s promise is then in- 
terpreted as a promise to be answerable for proximate dam- 
age if performance becomes impossible. (D contracts to 
manufacture for P specified machinery. D’s duty is not dis- 
charged by the fact that such manufacture would infringe 
existing patents.) 

Death or Illness. The death of a particular person 
whose action is necessary for the promised performance dis- 
charges the duty to render that performance. Physical ill- 
ness may have the same result. (D contracts to work as sales 
manager for P for five years. D dies or becomes perma- 
nently incapacitated at the end of the second year. D's death 
or illness discharges the duties of both parties.) (D is 
surety on a bail bond, binding him to produce X in court on 
a certain day. If on the day named X is so ill that an ap- 
pearance in court would gravely endanger him, D's duty to 
produce X on that particular day is discharged.) 

Nonexistence of Thing or State of Affairs Necessary 
for Performance. Assume that D contracts with P to 
sell him “half of the chromium contracted to be purchased 
by D from X" under a specified contract, and that X de- 
faults and fails to make delivery to D. Then D’s duty to 
P is discharged. Similarly, a contract to manufacture goods 
in a particular factory would be discharged if the factory 
were accidentally destroyed by fire, before the time neces- 
sary for manufacture had expired. 

Supervening Illegality. A contractual duty is dis- 
charged where, subsequent to the making of the contract, 
performance is prevented or prohibited by law. Law in this 
context includes federal and state constitutions or statutes, 
valid municipal regulations, and judicial, executive, or ad- 
ministrative orders of federal and state judges and other 
public officers. Thus, where performance of a construction 
contract is stopped by order of the building commissioners, 
the contractor’s duty is discharged and he is entitled to be 
paid pro rata for so much of the work as was completed 
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prior to the order. Similarly, D's duty to sell wool to P is 
discharged where government officers give D orders demand- 
ing that they be filled at once pursuant to the National De- 
fense Act (passed during the First World War). Again, D’s 
duty to carry P*s goods is discharged where government of- 
ficers commandeer D’s vessels. 

Unanticipated Difficulty Does Not Discharge Duty. 
The mere fact that performance of a promise is more diffi- 
cult or expensive than the parties anticipated does not dis- 
charge the duty of performance. (Contractor’s duty is not 
discharged where a partially constructed building burns be- 
fore completion. D’s duty to load a vessel is not discharged 
by the fact it cannot be done at the wharf as contemplated 
by the parties. D’s contractual duty to lay gas mains is not 
discharged because the outbreak of war makes it difficult 
and expensive to procure the necessary materials.) 

Partial Impossibility* Partial impossibility rarely dis- 
charges a promisor (D) beyond the extent of the impossi- 
bility (the remainder of the performance is seldom materially 
more disadvantageous to him, and if he can still perform 
the whole contract with only an unsubstantial variation he 
must do so) ; but it may justify refusal to perform by the 
promisee (P), which in turn may justify D’s refusal to per- 
form the possible part. 

EFFECT OF D’S PROSPECTIVE INABILITY 
TO PERFORM 

D may commit a breach by anticipatory repudiation. Such 
breach will discharge P’s duty, but D will have to answer 
in damages to P. Again, D’s duty may be discharged by 
objective impossibility (destruction of subject matter or 
means of performance, death or physical incapacity of D, 
supervening illegality). In this event, not only D’s duty, 
but that of P as well, will be discharged. 

Insolvency of D. Insolvency here means that D’s lia- 
bilities exceed his assets or that D is unable to pay his debts 
as they mature. D’s insolvency does not make it certain 
that his promise will not be performed. However, P should 
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not be required to perforin after D has become insolvent 
unless D performs simultaneously or furnishes adequate se- 
curity for performance. (P sells goods to D on terms of 
sixty days’ credit. D becomes insolvent before P makes de- 
livery. If D wants the goods he must either pay on delivery 
or furnish to P adequate security for payment.) 

DISCHARGE BY OPERATION OP LAW 

Discharge by Judgment. A contractual duty or a duty 
to make compensation may be discharged by the judgment 
of a court of competent jurisdiction in a proceeding between 
obligor and obligee. It is the policy of the law to prevent 
between the same parties more than one suit based on the 
same subject matter. Hence D may be under a duty to P, 
but if P sues D and judgment is rendered in D's favor be- 
cause of P’s failure to secure the necessary evidence, D’s 
duty is nevertheless finally discharged by the judgment. 

Discharge by Merger. Merger means that D’s duty 
to P has been replaced by the same duty based on different 
operative facts, or that D’s previously unliquidated duty to 
P has been liquidated. There may be a merger : 

1. By Judgment. (D owes P $500 on D's promissory fiote 
payable on demand. P sues D on the note and obtains judgment 
for $500 plus interest and costs. The note is discharged by merger 
in the judgment.) 

2. By an Award Duly Made by Arbitrators (except one merely 
fixing the amount of money owing under a pre-existing duty). 

3. By the Formation of a Sealed Contract between the same 
parties for the same performance (except in those states where 
a seal no longer has its common law force, in which case the 
sealed contract has the effect of an informal writing). 

4. By an Informal Writing between the same parties and for 
the same performance. The writing integrates (and so is the only 
source of determining) the agreement of the parties. 

5. By a Negotiable Instrument delivered and accepted as full 
satisfaction. 

Discharge by Material Alteration. Material alteration 
of a written contract, or of a memorandom within the Stat- 
ute of Frauds, made with fraudulent intent P (obligee) 
discharges the duty of D (obligor). Alteration by P is mate- 
rial as to D if it would (if authorized or assented to by D) 
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vary D*s rights against or duties to P or injuriously affect 
his relations with third persons (such as changing the name 
of promisor or promisee, changing favorably or unfavorably 
the amount, time, or place of payment or interest rate, add- 
ing or deleting words of negotiability or a seal, changing 
the date if that changes the legal effect of the writing). 

Filling , in .JKlanIc. Spaces^ P’s material fraudulent and un- 
authorized filling of blank spaces discharges D*s duty under the 
writing but authority to fill in apparently appropriate words is 
implied unless circumstances show a contrary intent. (P lends 
D $1,000 and D gives P his promissory note payable in six months 
without interest. D signs the note and fills it in with the excep- 
tion of the amount, which is left blank. P fills in an amount of 
$1,000. The note is a valid contract If P had filled in an amount 
of $2,000, D would have been discharged.) . 



Part III: Sales 


Chapter XV 

ELEMENTS OF THE SALES CONTRACT 

SALE AND CONTRACT TO SELL 

A sale of goods is an agreement whereby the seller trans- 
fers the property in goods to the buyer for a consideration 
called the price. A contract to sell goods implies transfer 
of ownership at some future time, whereas in a sale the 
transfer of title is for all practical purposes simultaneous 
with the agreement (purchase of a loaf of bread, a pack 
of cigarettes, a newspaper). The law of Sales has been 
codified by the Uniform Sales Act, which has been adopted 
by about two-thirds of the states. Except where otherwise 
stated, the present text adopts the rules set forth in the 
Uniform Sales Act. In some instances sections of the Act 
are embodied in the text verbatim. 

Meaning of Goods. The subject matter, of the con- 
tract may be “existing” or “future*' goods. Existing goods 
are those owned or possessed by the seller ; future goods are 
goods which the seller is to manufacture or acquire after 
the making of the contract to sell. “Goods” means tangible 
personal property, including emblements (the crops in the 
ground at the departure of a tenant whose estate has come 
to an end at a time he could not foresee — his right of em- 
blements is his right to take these away), industrial grow- 
ing crops, and things attached to or forming part of the 
land which are agreed to be severed before sale or under 
the contract of sale (trees, coal, mineral ores). “Goods” 
does not include choses in action (intangible property: 
debts, claims, book accounts) or negotiable instruments. 
Stock certificates, however, have been held to be “goods” 
within the meaning of the Sales Act. 
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Potential Possession. Under the common law doctrine 
of potential possession, there can be a present sale of crops 
not yet grown or of the young of animals not yet born. 
The seller in such cases is conceived to have a potential in- 
terest (in the sense of a present interest in the property of 
which the thing sold is the product, growth, or increase). 
The Uniform Sales Act has abolished this doctrine, and 
provides that where the parties purport to effect a present 
sale of future goods, the agreement operates as a contract 
to sell the goods. 

The Price. The price may be fixed by the contract, or 
may be left to be fixed in such manner as will be agreed, 
or it may be determined by the course of dealing between 
the parties. It may be made payable in any personal prop- 
erty (but not in real property) ; that is, sale includes barter 
or exchange of goods. Where there is a contract to sell 
or a sale of goods at a price or on terms to be fixed by a 
third person, the action of the third person is generally held 
to be final in the absence of fraud or such mistake as indi- 
cates bad faith or failure to exercise correct judgment; if 
(without fault of the seller or the buyer) he cannot or 
does not fix the price or terms, the contract or the sale is 
thereby avoided; but if the goods or any part thereof have 
been delivered to and appropriated by the buyer, the buyer 
must pay a reasonable price therefor. If such third person 
is prevented from fixing the price or terms by the fault of 
the seller or the buyer, the party not in fault may obtain 
redress. The agreement may be to pay a price fixed by refer- 
ence to the market price as of a given date or to prices paid 
by other buyers in the neighborhood. 

The price may be fixed in the alternative if the event 
upon which the amount was to depend so affected the value 
of the property as to justify the conclusion that the varia- 
tion in price followed a real or supposed variation in actual 
valuTe. Where the price is not determined in any of the fore- 
going ways, the buyer must pay a reasonable price. An 
agreement which omits any reference to price must be dis- 
tinguished from an agreement which provides that the seller 
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and the buyer are thereafter to agree on the price. The 
latter is a mere agreement to agree. The buyer's promise 
is illusory, and the contract as such is not binding on either 
party; but if title has passed to the buyer (apparently the 
illusory nature of his promise does not prevent this passing 
when the parties so agree) and if he keeps the goods, he 
must pay a reasonable price therefore (to prevent unjust 
enrichment). 

Statute of Frauds. Note that the Statute of Frauds 
(p. 33) applies not only to goods but to choses in action 
as well. It will be remembered that the statute may be satis- 
fied by : 

1. Acceptance and actual receipt of all or part of the 
goods; or 

2. Earnest or part payment by the buyer; or 

3. A written memorandum of the contract or sale 
signed by the defendant or his agent. 

1. Acceptance and Actual Receipt. Acceptance and receipt 
may be cither actual or constructive: actual, whore the buyer 
manifests by words or conduct his assent to becoming owner of 
part of the specific goods and actually receives the same through 
change of possession; constructive, where such apent and re- 
ceipt by the buyer may be inferred from his acts fairly indicating 
an assertion that he owns the goods. It is doubtful how far, if 
at all, mere words may accomplish acceptance and receipt. New 
York, for example, does not recognize the possibility of oral ac' 
ceptance and receipt In some states, if it clearly appears that 
the buyer accepted part of the goods not with intent to perform 
the whole contract and to assert his ownership thereunder, but 
with some other expressed intent, such acceptance is not sufficient 
to satisfy the Statute of Frauds. 

2. Earnest or Part Payment. Earnest is some tangible thing 
given (with the object of binding the contract at the moment at 
which it is concluded) as a token of good faith and guaranty of 
performance. If the contract goes through, the earnest is returned 
or deducted from the price. If it goes off through the giver’s 
fault, earnest is forfeited. Part payment means the executed and 
completed transfer of title to something of value by the buyer 
to the seller. Where the buyer gives a check and stops payment, 
the statute has not been satisfied unless it was agreed that the 
check was to constitute absolute payment rather than a means 
of payment A mere oral agreement by the buyer to cancel an 
existing debt of the seller is not payment; but written acknowledg- 
ment of receipt takes the case out of the statute, as do account 
book entries or the surrender by the buyer of a note or other 
negotiable instrument evidencing his claim against the seller. 

3. The Memorandum. The memorandum must state the sub- 
stance of the transaction and contain; 
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(a) The names or identifymg description of the parties, in- 
dicating which is the seller and which is buyer; 

(b) A description of the subject matter sufficient to identify 
what is to be sold; 

(c) In some states the memorandum must recite the con- 
sideration. It has been said that, on principle, executory perform- 
ance which will become due from each party should be stated 
in the memorandum (as conditions qualifying the respective 
promises), whereas so much of the bargain as has been ftdly 
executed is no part of the “contract,” “promise,” or “agreement”; 

(d) A statement of other material terms of the sale or con- 
tract to sell. 

SALE DISTINGUISHED FROM OTHER 
TRANSACTIONS 

License. A license (whose fundamental meaning is 
“permission”) is the grant (as by a patentee) of a privilege 
or authority to B (to do what B would not otherwise be 
justified in doing) by A (who possesses and retains a 
superior right or power). 

Bailment. A bailment is a transaction contemplating 
no transfer of ownership, whereby A (bailor) transfers to 
B (bailee), or B rightfully retains, possession of personal 
property (usually for a special purpose, and to .be returned 
upon the accomplishment thereof). Thus a pledge is a 
bailment of personal property as security for a debt, with 
an implied power of sale, after reasonable notice to re- 
deem, if the debt is not paid at maturity. Likewise where 
A consigns goods to B for sale by B as A’s agent, B re- 
ceiving the money from the purchaser (C) under an agen- 
cy or trust in A’s favor, B is a bailee of the unsold goods. 
Even though B has the right to make himself a debtor to 
A (rather than a trustee for A) where he sells A's goods 
to another or to himself, B is nevertheless a bailee with 
respect to the unsold goods. 

Conditional Sale. In a conditional sale the seller re- 
serves the general title until some condition, usually the 
pajnnent of the price, is satisfied; he agrees, however, to 
transfer the title when the condition is performed, and in 
the meantime the buyer has a right of possession so long 
as he is not in default. 
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Chattel Mortgage. In a chattel mortgage the owner 
of personal property (the mortgagor) makes a conditional 
transfer of the legal title thereto to another (the mort- 
gagee) as security for the performance of some obligation 
by the mortgagor. In a chattel mortgage the transfer of 
the title is conditional (that is to say, as security, defeasible 
upon the condition subsequent of payment) whereas in a 
sale the transfer of title is absolute; the mortgagor has a 
right to regain the title, whereas the seller has not, A 
chattel mortgage is a transfer of title (but not merely or 
necessarily of possession) as security; a pledge is a trans- 
fer of possession (but not of title) as security. A bill of 
sale, absolute on its face, may be shown to have been 
mutually intended merely to stand as security for a debt, 
in which case it is treated for all purposes as a mortgage, 
the apparent seller being the mortgagor and the apparent 
buyer the mortgagee. 

Contract for Services. When the predominant ele- 
ment in the transaction is service, and transfer of the title 
to personal property is merely incidental thereto, the trans- 
action should not be held to be a sale of goods : accordingly 
(in a number of states) the innkeepers and restaurant keep- 
ers are regarded as making contracts of service rather than 
sales; the furnishing of food and the like is there held to 
be ancillary to the contract of service. 

Contract for Work, Labor, or Materials. Under the 
Sales Act, the Statute of Frauds applies to a contract by S 
with B whereby S is to procure M to manufacture for S 
goods to be furnished by him to B, and also to a contract 
by S with B whereby S is to manufacture goods especially 
for B unless such goods are not suitable for sale to others 
in the ordinary course of S's business. 

Sale in Bulk. Statutes generally provide that the sale 
in bulk of any part, or of the whole, of a stock of mer- 
chandise otherwise than in the ordinary course of trade, and 
in the regular and usual course of the seller’s business, is 
fraudulent and void as against creditors of the seller unless 
certain formal steps are taken. These steps include the 
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maifing of an inventory of the goods to be sold and of a sworn 
list of all creditors of the seller (and the amount due each), 
and the giving of a notice of the proposed sale and of its 
terms to each of the creditors (personally or Ijy registered 
mail ) by the purchaser a certain time (usually five or ten 
days) before taking possession or making payment. Such 
statutes are usually held applicable to retailers (but not to 
wholesalers, manufacturers, or non-traders, or to firms or- 
ganized to take over the seller’s business). Whether the 
effect of failure to comply is to make the sale wholly void 
(without reference to actual fraud) or only prima facie 
fraudulent, depends on the particular statute — as does the 
right of a creditor against the proceeds of a resale of such 
goods or against the purchaser personally. Where the 
statute provides that noncompliance renders the sale void, 
and the goods are delivered to the buyer, it has been said 
that he holds them as trustee for creditors of the seller. 
If he indistinguishably mingles the seller’s goods with his 
own, the seller’s creditors can levy on all the merchandise 
thus wrongfully commingled. Under one tjrpe of Bulk 
Sales Act there is a requirement (of great practical impor- 
tance to creditors) that the buyer withhold from the pur- 
chase price a sum sufficient to pay the seller’s creditors. 



Chapter XVI 


WARRANTIES 
EXPRESS WARRANTY 

An action upon a warranty (originally an action of tort 
by one who had relied upon deceitful appearances or repre- 
sentations) may be maintained in tort without alleging 
either knowledge or negligence on the part of D. Any 
affirmation of fact or any promise by the seller relating 
to the goods is an express warranty if the natural tendency 
of such affirmation or promise is to induce the buyer to 
purchase the goods, and if he purchases the goods relying 
thereon. No affirmation of the value of the goods, nor any 
statement of the seller's opinion only, shall be construed as 
a warranty (Sales Act, Sec. 12). While there may be 
statements of fact as to the quality or cost of an article 
fairly importing actual consent to be bound for the truth 
of the representation (as that a jar of cold cream is “pure 
and healthful”), the law does not attach any liability to 
mere sales talk or to a seller's ‘‘puffing” or prophecy (“This 
suit will wear like iron” .... “This automobile is worth 
$500”). Furthermore, the buyer has no action for breach 
of warranty unless the statement made by the seller was, 
to some extent at least, an inducing cause of the purchase 
(one may purchase a car in reliance on its appearance and 
demonstrated condition and not on the erroneous statement 
as to its year and model). While it may be found as a 
fact that the parties did not intend a warranty to cover 
defects which the buyer must or should have observed upon 
inspection (or of which he knew otherwise), the seller may 
bind himself against even patent or obvious defects (mani- 
fest upon casual inspection) if the intent to do so is clearly 
evidenced; it cannot be ruled a defense (as a matter of 
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law) against an express warranty either that inspection 
(which the buyer failed to make) would have disclosed the 
defect or that the buyer relied on his own judgment as well 
as on the warranty (although there is no implied warranty 
as to defects which such examination should disclose). To 
constitute a warranty, it is not necessary that the word 
“warranty” or “warrant” should be used by the seller (a 
jury might properly infer that ^'23 barrels of blue vitriol” 
contained blue vitriol). Descriptive words (“one Queen 
Ann living room suite,” “one fireproof safe,” “5-ton used 
truck”) may be used merely to identify the subject matter 
of the bargain, or may denote a type or kind. Whether 
descriptive adjectives are to be taken in a literal or primary 
sense depends on intention, which must be gleaned in ac- 
cordance with the general canons for the interpretation of 
contracts. Under the Sales Act promissory statements 
(“This radio will get European stations” .... “This truck 
will do 12 miles on one gallon” of a specified kind of gas) 
may be warranties. 

While it is not essential to a warranty that the statement 
be made by the seller at the time of sale, a statement sub- 
sequent to the bargain is not actionable if neither supported 
by consideration nor relied on by the buyer to his detri- 
ment. Where the property in the goods has not passed, the 
buyer may treat the fulfillment by the seller of his obliga- 
tion to furnish goods as described and as warranted (ex- 
pressly or by implication) in the contract to sell as a con- 
dition of his own obligation to perform his promise to 
accept and pay for the goods. 

IMPLIED WARRANTY OF TITLE 

There was originally no implied warranty of title al- 
though active concealment of the absence of title might be 
fraudulent. Then it was held that a bare assertion of title 
by one in possession was a warranty, and later the tendency 
was to hold the same as to one not in possession. It is 
said that the general rule that a sale is per se a representa- 
tion of title is less than a century old. Under the Sales 
Act (unless a contrary intention appears) every seller of 
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goods warrants by implication of law that he has (or when 
title is to pass will have) a right to sell the goods, that 
they are not subject to any lien or other encumbrance not 
declared or known to the buyer, and that the buyer shall 
have and enjoy quiet possession of the goods as against 
any lawful claims existing at the time of the sale. (S sells 
to B a used automobile which was previously mortgaged 
to C, the mortgage having been duly recorded. B has no 
actual knowledge of the mortgage, and S docs not inform 
B of its existence. S is liable to B for breach of the im- 
plied warranty against encumbrances. B's failure to search 
the record before purchasing is immaterial. C, of course, is 
protected by recording, but this in no way affects S’s lia- 
bility to B.) No warranty of title is implied in a sale by 
one not professing to be owner — e. g., in favor of a pur- 
chaser at a judicial sale. The sheriff sells “all the right, 
title, and interest” of the judgment debtor. Similarly, an 
auctioneer or mortgagee is not burdened with an implied 
warranty of title, or an implied warranty against liens or 
encumbrances. The risk of defective title here is on the 
purchaser, the circumstances surrounding such sales being 
sufficient to put him on notice as to interests of third per- 
sons in the goods. 

IMPLIED WARRANTY OF FITNESS 
FOR PURPOSE 

There is no implied warranty or condition as to the 
quality or fitness for any particular purpose of goods sup- 
plied under a contract to sell or a sale, except as follows: 
where (1) the buyer, expressly or by implication, makes 
known to the seller the particular purpose for which the 
goods are required, and (2) it appears that the buyer relies 
on the seller’s skill or judgment. Then — whether he be 
the grower or manufacturer or not — there is an implied 
warranty that the goods shall be reasonably fit for such 
purpose. In the case of a contract to sell or a sale of a 
specified article under its patent or other trade name, there 
is no implied warranty as to its fitness for any particular 
purpose. If the buyer has examined the goods, there is no 
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implied warranty as regards defects which such examina- 
tion ought to have revealed. Any words or conduct tend- 
ing to show that the buyer was to take the goods “as is” 
will prevent a warranty being implied. If the seller is a 
dealer in food, and the buyer is buying for immediate con- 
siunption and relies on the seller's skill or judgment, there 
is an implied warranty that the article sold is fit for human 
consumption. Industrial purchasers usually furnish detailed 
specifications, an act which has been held to be inconsistent 
with the buyer’s alleged reliance on the seller’s judgment. 

IMPLIED WARRANTY OF MERCHANTABILITY 

There was originally no warranty of quality — ccmeai 
emptor applied excq>t perhaps as to a dealer selling goods 
he knew to be unmerchantable. Under the Sales Act, where 
the goods are bought by description from a seller who deals 
in goods of that description (whether or not the grower 
or manufacturer) there is an implied warranty that they 
shall be of merchantable quality. The term “sale by de- 
scription” should probably be confined to situations where 
the identification of the goods depends upon the descrip- 
tion, as may be the case either in a contract to sell goods 
by describing them as of a certain kind, or in a present sale 
(as of all the goods of a certain kind — identified by the 
description — in a certain place). On the other hand, the 
purpose of the description may be to induce the purchase 
of goods otherwise identified rather than to fix the identity 
of the property sold. 

Merchantability is not a warranty of quality in the sense 
of requiring a particular grade, but it does require identity 
between what is described in the contract of sale and what 
is tendered, in the sense that the latter is of such quality 
as to have some value. Judicial S3monyms for “merchant- 
able” include “salable,” "standard,” or "average quality” 
(of goods sold under a particular description). We have 
seen that where an article is sold under its patent or other 
trade name, there is no implied warranty as to its fitness 
for any particular purpose. Is there in sudi cases an im- 
plied warranty of merchantability (as there is in a sale of 
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definite goods precisely defined) ? Authorities are divided 
on the question. With respect to food, however, courts have 
generally permitted a recovery against a dealer — even 
though the food was purchased under a trade name, and 
in sealed containers or wrappers — sometimes on the basis 
of an absolute warranty that the food was fit to eat, some- 
times on an implied warranty of merchantability (which, in 
the case of food, is practically equivalent to the warranty 
of fitness for purpose). 

IMPLIED WARRANTY OF CORRESPONDENCE 

Where there is a contract to sell or a sale of goods by 
description, there is an implied warranty that the goods 
shall correspond with the description; and where the con- 
tract or sale is by sample as well as by description, it is 
not sufficient that the bulk of the goods correspond with 
the sample if it does not also correspond with the descrip- 
tion. 

In the case of a contract to sell or a sale by sample there 
is an implied warranty (a) that the bulk shall correspond 
with the sample in quality; (b) that the buyer shall have 
a reasonable opportunity to compare the bulk with the 
sample, except in C.O.D. sales where delivery is by carrier 
and no agreement has been made permitting the buyer to 
examine the goods before paying the price; and (if the 
seller is a dealer in goods of that kind) (c) that the goods 
shall be free from any defect rendering them unmerchant- 
able which would not be apparent on reasonable examina- 
tion of the sample. A sale by sample is one wherein the 
sample is itself a tadt assertion of the qualities of the bulk 
it represents, being shown as an inducement to the sale, 
connected with the contract ty the circumstances attending 
the sale, and intended by the parties as the basis thereof — 
as distinguished from the mere exhibition of a sample. (A 
btqrer received from the seller “small reference samples” 
about two inches square, woven to "show the pattern and 
the weave and the number of ticks and ends in the cloth.” 
The use intended for these samples was simply to show 
the design and character of the cloth, the color and general 
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appearance.) Parol evidence that a sale upon written order 
was induced by the exhibition of samples has been held 
admissible. 

WHO CAN SUE FOR BREACH OF WARRANTY 

Since a warranty is to be construed as a contract of per- 
sonal indemnity for damages suffered by the first buyer, 
the resale by A (the first buyer) to P of an article war- 
ranted by D to A is held generally (except where P sues 
as assignee of A) to give P no right of action for breach 
of the warranty (even though P assumes payment of the 
original price). There is some authority for permitting P 
to recover on the theory that the warranty follows the 
goods (on the analogy of a covenant running with the 
land). 


TORT LIABILITY OF SELLER 

In addition to the seller’s contractual liability to the buyer 
for breach of express or implied warranty, the seller (D) 
supplying or manufacturing a chattel or selling a chattel 
manufactured by a third person, with knowledge that it is 
or is likely to be dangerous, may be liable in tort to P : 

1. For directly or indirectly supplying the chattel to A 
when bodily harm is caused to P by its use (by A in the 
manner for which it was supplied), if D knows or should 
realize that it is (or is likely to be) dangerous for the use 
supplied, has no reason to believe that A will realize its 
dangerous condition, and fails to exercise reasonable care 
to give proper information. 

2. For negligently manufacturing (or putting out as his 
own) a chattel known to be (or likely to be) dangerous for 
use, or which, unless made carefully or under a safe plan 
or design, D should recognize as involving an unreasonable 
risk of causing substantial bodily harm. (P was injured by 
the collapse of a defective wheel on an automobile pur- 
chased by him from a dealer. The automobile had been 
manufactured by D corporation, but the wheel had been sup- 
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plied by another manufacturer. Held: D was liable to P for 
negligence in failing to ascertain the defect in the wheel. D 
argued that its duty of vigilance was owed to the dealer, not 
to P- The court rejected this contention. Note that the 
manufacturer of the defective wheel was also liable to P 
in negligence.) Manufacturers have even been held liable in 
negligence for damage to property (as distinguished from in- 
jury to the person of P), P cannot ordinarily hold the 
manufacturer for breach of warranty (since P did not buy 
directly from D), but D may be liable to P on the theory 
of negligence. 

3. For deceit. Here P has the burden of proving legal 
harm to himself as a proximate result of his justifiable re- 
liance upon a representation by D (who knew or believed 
the matter to be otherwise or knew that he had neither con- 
fidence in, nor basis for, his representation) as to a mate- 
rial fact, opinion or law with intent to in<lucc action or 
abstention by P in a business transaction, or from inten- 
tional and active concealment by D (thereby preventing P's 
acquisition of material information). The practical difficul- 
ties in the way of a recovery on this theory may be illus- 
trated by a case where P was injured by a wire nail im- 
bedded in a loaf of bread, on the wrapper of which was 
printed the statement; "This bread is lOO^fc pure, made 
under the most modem, scientific process, has very special 
merit as a healthful and nutritious food/’ The court held 
that this statement merely negatived the use of unwholesome 
ingredients and was not a representation that there was no 
foreign substance in the bread. Hence, the printed state- 
ment on the wrapper was not proved false. Furthermore, 
even if the statement could be interpreted to assert absence 
of a foreign substance such as a nail, the plaintiff had failed 
to prove that D knew that there was a nail in the loaf pur- 
chased. Finally, inasmuch as P in requesting a loaf of 
bread, had not specified bread manufactured by D, there 
was no proof that he had relied on the statement in question. 

4. For negligence: conduct falling below the standard 
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established by law for the protection of others against un- 
reasonable risk of harm, being either an act involving what 
a reasonable man should realize is an unreasonable risk of 
r?^iising an invasion of another’s interest or a failure to do 
an act (necessary for the protection or assistance of an- 
other) which one is under a duty to do. 



Chapter XVII 


TRANSFER OF TITLE 

IMPORTANCE OF FIXING TIME OF TRANSFER 

Early English law (like Roman law) required delivery 
in order to effect change of title; but, before long, payment 
of the price was also held sufficient. The modern rule (dis- 
regarding form and seeking to effectuate manifested intent) 
is that title passes when the parties so intend, irrespective 
of delivery or payment. It may be important to fix the ex- 
act moment of time at which ownership or title (as dis- 
tinguished from possession of the goods) passes to the 
buyer ; ^ 

1. If title has passed, a subpurchaser from the buyer 
may get absolute title. This is not so if title has not passed. 

2. Where goods are lost or damaged in transit. The gen- 
eral rule is that risk follows the title, and hence it becomes 
necessary to determine who was the owner of the goods 
when loss or damage occurred. 

3. Where the seller, still in possession of goods sold to 
the buyer, is petitioned into bankruptcy. Are the goods part 
of the bankrupt's estate, or must they be turned over to the 
buyer? The answer turns on whether or not title passed 
to the buyer before the petition in bankruptcy was filed. 
Similarly as to the right of creditors of seller or of buyer 
to make attachment. 

4. Where the buyer wrongfully refuses to accept and 
pay for goods which conform in every respect to the con- 


1 ^though importance of fixing the exact time at which title passes to the 
buyer is obvious, order forms and purchase contracts are generally silent on 
this point A su^ey of order forms made at the Harvard Business School 
snowM t^t Order forms are weakest in specifying when title is to pass, 
and the Act is at its worst in this respect so far as furnishing aid to 
the manufacturmg purchaser is concerned.'* 
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tract. May the seller sue for the price (if title has passed, 
this is one of the three situations in which he may maintain 
such suit), or is he confined to an action for damages for 
breach of contract? 

5. If title has passed, the seller loses his right to re- 
claim the goods upon repudiation by, or incapacity of, the 
buyer. 

6. If title has passed, the buyer can maintain a proprie- 
tary action (conversion or replevin) for the goods. 

INTENTION GOVERNS TRANSFER OF TITLE 

It is fundamental that title passes when the parties in- 
tend that it shall pass. Intention is found in accordance 
with those general standards of interpretation which have 
already been considered. Regard must be had to the terms 
of the contract, the conduct of the parties, usages of trade, 
and the circumstances of the case. But what if (as is ordi- 
narily the fact) there is no expressed intention, and none 
can be inferred from the terms of the contract, the conduct 
of the parties, usages of trade, and the circumstances of the 
case? Artificial presumptions must be resorted to. Rules 
for ascertaining intention have been formulated to meet 
different standardized situations, on the theory that such 
rules correspond to provisions which the parties would have 
inserted in the contract had they been aware of the necessity 
of fixing with exactitude the time at which title was to 
pass. Before considering these rules it is necessary to de- 
fine the different kinds of goods which may be involved 
in a sale or contract to sell, viz: 

1. Ascertained goods means goods that are identified and 
agreed upon as forming the subject matter of the bargain. 
Ascertained goods are specific if thqr belong to the seller 
and are identified and agreed upon ai the time a contract to 
sell or a sale is made. If identification takes place afterward 
the goods are specified (or ascertained) but not specific. 
Existing goods (owned or possessed by the seller) may or 
may not be specific. Future goods (to be manufactured or 
ac<j[uired by the seller after the making of the contract to 
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sell) cannot be specific. (Specific goods: S sells B one 
used Mack truck, motor No. 66,714. S and B are on the 
truck when the bargain is made. The goods are existing, 
ascertained, and specific.) 

2. Unascertained goods. The Act (while it does not di- 
rectly define this term) uses it as the negative of specific 
goods — that is, goods which are not identified at the time 
a sale or contract to sell is made. Existing goods may or 
may not be unascertained. Future goods must be unascer- 
tained. (Unascertained goods: a retail grocer orders six 
dozen cans of X brand tomatoes from a wholesale concern. 
The wholesaler has the canned goods in stock, and accepts 
the order but does not immediately set aside six dozen. The 
goods are existing and unascertained. When six dozen cans 
have been set aside and earmarked for the retailer the goods 
have become ascertained or specified — not specific.) 

ARTIFICIAL RULES FOR ASCERTAINING 
INTENTION (Sec. 19) 

Specific Goods (Rules 1, 2, S). Except in cash sales, 
title is presumed to pass when the contract is made, if the 
goods are identified and in the state contemplated by the 
bargain — that is, in a deliverable state, so that nothing but 
delivery of the goods and payment therefor remains (Rule 

1) . Even in cash sales the seller may waive the condition 
requiring payment of the price before title passes, as by 
voluntary and unrestricted transfer of possession for other 
than a temporary purpose, or by taking in payment a check 
that is later dishonored (some courts hold, however, that 
a worthless check given by the buyer is not payment, that 
no title passes to the fraudulent buyer, and that even an 
innocent purchaser from the buyer is not protected). 

If the seller is bound to do something to the goods, for 
the purpose of putting them into a deliverable state, the 
property (title) does not pass until such thing is done (Rule 

2) . However, if the contract to sell requires the seller to 
deliver the goods to the buyer or at a particular place, or 
to pay the freight or cost of transportation to the buyer 
or to a particular place, the property does not pass until the 
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goods have been delivered to the buyer or have reached the 
place agreed upon (Rule 5). Presumably, where the con- 
tract is indivisible the title must pass to all the goods or 
none. Where weighing, measuring, or testing is necessary 
(not for the purpose of identifying the goods but solely for 
the purpose of fixing the price), some courts have held 
that title passes anterior to the performance of such acts 
(the weighing or measuring merely determines the price, 
but does not put the goods into a deliverable state). 

Sale by Auction. In a sale by auction: Where goods are 
put up in lots, each lot is the subject of a separate contract of 
sale. Such sale is complete when the auctioneer announces its 
completion by the fall of the hammer, or in other customary 
manner. Until such announcement is made, any bidder may re- 
tract; and the auctioneer may withdraw the goods from sale unless 
the auction has been announced to be without reserve. A right 
to bid may be reserved expressly by or on behalf of the seller. 
If notice has not been given that such sale is subject to a right 
to bid on behalf of the seller, it shall be unlawful for the seller 
himself to bid or to employ or induce any person to bid on his 
behalf, or for the auctioneer to employ or induce any person to 
bid on behalf of the seller, or knowingly to take any bid from the 
seller or any person employed by him. Any sale contravening 
these rules may be treated as fraudulent by the buyer. In an 
auction sale title ordinarily passes when the hammer falls (even 
though the sale is “for cash”) although if the sale is within the 
Statute of Frauds either party may effectively withdraw (or the 
owner revoke the auctioneer’s authority) before the memorandum 
is signed. (If the seller temporarily retains goods struck down 
to the buyer under an arrangement with the buyer, and the goods 
are destroyed without fault of the seller, the loss falls upon the 
buyer, under the general^ rule that risk follows the title.) The 
auctioneer is personally liable unless his principal was disclosed. 
If the sale is announced to be without reserve, the auctioneer can- 
not withdraw the goods after the bidding has begun. 

Unascertained Goods (Rules 4 and 5), If there is a 
contract to sell unascertained or future goods by descrip- 
tion, and goods of that description and in a deliverable state 
are unconditionally appropriated to the contract, either by 
the' seller with the assent of the buyer or by the buyer with 
the assent of the seller, the property in such goods there- 
upon passes to the buyer. Such assent may be expressed 
or implied, and may be given either before or after the 
appropriation is made. Such passage of title by mere ap- 
propriation is an extension of the theory of delivery for- 
merly essential to the transfer of title. "Appropriation” 
means setting aside and earmarking the goods for the 
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buyer. Where the contract requires the seller to deliver 
the goods to a carrier, mere appropriation by setting the 
goods aside and packing them will be insufficient to pass 
the title. Title will not pass until the goods have been de- 
livered to the carrier, since this is the “last act” which the 
contract requires the seller to perform with respect to the 
goods. When, in pursuance of a contract to sell, the seller 
delivers the goods to the buyer, or to a carrier or other 
bailee, whether named by the buyer or not, for the pur- 
pose of transmission to or holding for the buyer, he is pre- 
smned to have unconditionally appropriated the goods to 
the contract except: 

1. Where the contract to sell requires the seller to de- 
liver the goods to the buyer or at a particular place, or to 
pay the freight or cost of transportation to the buyer or 
to a particular place (Rule 5) ; or 

2. Where the seller, by the terms of the contract or 
appropriation, reserves the right of possession or properly 
in the goods until certain conditions have been fuffilled. 

The presumption that delivery to a carrier is an uncon- 
ditional appropriation effective to pass title to the buyer 
is applicable, although by the terms of the contract, the 
buyer is to pay the price before receiving delivery of the 
goods, and they are marked with the' words “collect on 
delivery” or an equivalent. 

The presumption of unconditional appropriation (and so 
of the transfer of title) by delivery to a carrier or other 
bailee for the btyer is inapplicable (aiTd the conduct of the 
seller is merely an offer) where the seller acts otherwise 
than in confoimily with the express or implied authority 
given by the buyer (as where there is a material variation 
as to kind, quality, or quantity of goods sent, or as to the 
time, route, or method of shipment, or as to directions or 
documents of title, or as to the packing and contracts of 
shipment). 

No Partial Appropriation. Presumably under Rule 4 
(as under Rule 2) title does not pass to the buyer upon 
the appropriation of instalments. There is no warrant for 
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the inference that he intends to become the owner of any- 
thing until there can be final appropriation of the whole, 
unless it can properly be inferred that title was to pass 
upon actual delivery of part of the goods (as probably by 
delivery into cars furnished by the buyer or a ship char- 
tered by him). 

F. O. B. and C. I. P. Contracts. In an F. O. B. con- 
tract the price includes all charges up to and including 
placing the goods in the hands of the carrier on the proper 
vessel or in the cars if the goods are carload lots (other- 
wise to the carrier at the preper station). Here title pre- 
sumably passes when the goods are so delivered “free on 
board.” In a C.I.F. contract the price covers not only the 
cost of the goods at the point of shipment but their insur- 
ance and freight to the point of destination, freight and 
insurance being paid by the seller: the seller has fulfilled 
his obligation, and the buyer is bound to pay the agreed 
price (irrespective of the arrival of the goods) upon tender 
by the seller (as soon as possible after shipment) of the 
proper documents : viz., an invoice giving credit for freight 
not paid or a receipt for freight paid, a bill of ladii^ in 
due form and showing proper compliance with the con- 
tract, and a proper insurance policy (or certificate) on cus- 
tranary terms for account of buyer, or for account of whom 
it may concern. Title passes to the buyer at the moment 
of delivery on board since the parties have manifested an 
intention that it sh^, notwithstanding the fact that the 
seller has paid the freight to destination. Manifest inten- 
tion always overrides Ae artificial rules for ascertaining 
intention. 

Sale or Return (Rule 3 [1]). When goods are de- 
livered to the buyer “on sale or return,” or on other terms 
indicating an intention to make a present sale but to ^ve 
the buyer an option to return the goods instead of paying 
the price, a (defeasible) title passes to the buyer on de- 
livery; but he may revest the property in the seller by re- 
tumii^ or tendering the goods within the time fixed in 
the ccmtract, or if no time has been fixed, within a reason- 
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able time. The sale becomes absolute if the buyer makes 
performance of the condition subsequent impossible (as by 
reselling the goods), or if the goods are so injured (even 
by accident) that he cannot effectually perform it. (S sells 
B a horse “on sale or return.” Without B's fault the horse 
dies. The tender of a dead horse would not revest the title 
in S.) Ordinarily, title revests in the seller upon a proper 
tender, irrespective of his acceptance. 

Sales on Approval (Rule 3 [2]). Where goods are 
delivered to the buyer on approval or on trial or on satis- 
faction, or other similar terms, the property therein passes 
to the buyer: 

(a) When he signifies his approval or acceptance to the 
seller or does any other act adopting the transaction. 

(b) If he does not signify his approval or acceptance to 
the seller, but retains the goods without giving notice of 
rejection — then, if a time has been fixed for the return 
of the goods, on the expiration of such time — or, if no 
time has been fixed, on the expiration of a reasonable lime. 
What is a reasonable time is a question of fact. 

The buyer can prevent title passing even though the 
goods conform in every respect to the contract, but he may 
be liable in damages for breach of contract where no ele- 
ment of personal taste is involved (“satisfaction” being in- 
terpreted to mean that the buyer is satisfied if he should 
be satisfied). 

SALE OF UNDIVIDED SHARE OF GOODS 

There may be a contract to sell or a sale of an undivided 
share of goods. If the parties intend to effect a present 
sale, the buyer by force of the agreement becomes an owner 
in common with the owners of the remaining shares. The 
whole mass is then at the risk of the parties in proportion 
to their rights in rem therein. Such a case must not be 
confused with an agreement whereby the seller is to select 
and appropriate from a mass. 

Fungible Goods. In case of fungible goods (of which 
any unit is from its nature or by mercantile usage treated 
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as the equivalent of any other unit — e. g., grain, cotton, 
oil, gasoline) there may be a sale of an undivided share of 
a specific mass, though the seller purports to sell and the 
buyer to buy a definite quantity of the goods in the mass, 
and though the quantity of the goods in the entire mass is 
undetermined. By such a sale the buyer becomes owner 
in common of such a share of the mass as the quantity 
bought bears to the quantity of the entire mass. If the mass 
contains less than the amount bought, the buyer becomes 
the owner of the whole mass and the seller is bound to 
make good the deficiency from similar goods unless a con- 
trary intent appears. (Thus where P agreed to sell and D 
to buy not less than 1,600 bushels out of 2,300 in two 
cribs, P reserving the right to 200-300 bushels if he needed 
them and A being entitled to 500 bushels, it could be found 
that there was intent to transfer title to at least 1,600 
bushels. Such case is to be distinguished from one where 
the seller is to select and appropriate to the buyer a por- 
tion from the mass [twenty cords of hard wood from a pile 
of several hundred cords of hard and soft mixed] so that 
presumably title does not pass until at least the separation 
is made, whereas if the mass is delivered to the buyer and 
he is to make the separation, title to the goods covered by 
the contract will pass to him at once before separation.) 

DESTRUCTION OF GOODS SOLD OR 
CONTRACTED TO BE SOLD 

Where the parties purport to sell specific goods, and the 
goods without the knowledge of the seller have wholly per- 
ished at the time when the agreement is made, the agree- 
ment is void. If they have perished in part (or wholly or 
in a material part have so deteriorated in quality as to be sub- 
stantially changed in character), the buyer may at his op- 
tion treat the sale (a) as avoided, or (b) as transferring 
the property in all of the existing goods or in so much 
thereof as have not deteriorated, and as binding the buyer 
to pay the full agreed price if the sale was indivisible or 
to pay the agreed price for the goods in which the property 
passes if the sale was divisible. 
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There are analogous rules in case of a contract to sell 
q)ecific goods where subsequently (before the risk passes 
to the buyer and without any fault on the part of seller 
or buyer) the goods wholly perish, or part of the goods 
perish (or the whole or a material part of the goods so 
deteriorate in quality as to be substantially changed in 
character). 
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TRANSFER OF TITLE AS AFFECTED 
BY DOCUMENTS OF TITLE 

It has been stated that delivery to a carrier ordinarily 
constitutes appropriation, with two exceptions: 

L Where the contract to sell requires the seller to de- 
liver the goods to the buyer or at a particular place, or to 
pay the freight or cost of transportation to the buyer or 
to a particular place, the property does not pass until the 
goods have been delivered to the buyer or have reached 
the place agreed upon; and 

2. Where the seller, by the terms of the contract or 
appropriation, reserves the right of possession or property 
in the goods until certain conditions have been fulfilled. 
The second exception concerns us here. Where shipment 
is made by carrier, by what means can the seller prevent 
the buyer from obtaining possession of the goods except 
on condition that the buyer pays the price, gives his note 
or trade acceptance, or otherwise performs his obligations 
in accordance with the contract? The answer to this ques- 
tion may turn on the form of the document of title (such 
as a bill of lading or warehouse receipt) issued by a car- 
rier, warehouseman, or other bailee in a given case. Bills 
of lading (documents issued by carriers to shippers) are 
either “straight” (nonnegotiable) or “order” (negotiable). 
The Federal Bills of Lading Act is applicable to interstate 
shipments- Many states have adopted the Uniform Bills 
of Lading Act, which governs intrastate shipments. A 
warehouse receipt (issued by a warehouseman) undertakes 
the delivery of goods deposited. The Uniform Warehouse 
Receipts Act, as elsewhere noted, has been adopted in every 
state but New Hampshire, For convenience we consider 
bills of lading. 
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STRAIGHT BILL OF LADING 

A straight bill is one in which it is stated that the goods 
are consigned or destined to a specified person, and which 
recites: the date of its issue, the name of the person from 
whom the goods have been received, the place where the 
goods have been received, the place to which the goods 
are to be transported, a statement that the goods received 
will be delivered to a specified person, a description of the 
goods or of the packages containing them, and the signa- 
ture of the carrier. It may contain other terms or condi- 
tions not contrary to law or reducing the carrier’s obliga- 
tion of care below that which a reasonably careful man 
would exercise as to his own goods. A straight bill, then, 
is: 

1. A receipt issued by the carrier for goods received; 
and 

2. A transportation contract between the carrier and 
the shipper. 

To obtain the goods from the carrier when they have 
reached their destination the consignee need only identify 
himself: he need not surrender to the carrier the straight 
bill of lading which it issued to the shipper, or any copy 
thereof. Hence, a straight bill of lading does not control 
the possession of the goods, nor may it safely be dealt 
with as a symbol of the goods (a straight bill would not 
ordinarily be accepted as collateral security). In this re- 
spect it is like a nonnegotiable warehouse receipt (issued 
by a warehouseman to one who stores goods). 

ORDER BILL OF LADING 

An order bill of lading mu^t embody the same recitals 
as a straight bill with this difference: it must state that 
the goods are consigned or destined to the order of a speci- 
fied person (its negotiability is not affected by any pro- 
vision that is nonnegotiable). Where goods are shipped 
under an order bill the carrier will refuse to deliver them 
unless the bill of lading (properly indorsed) is surrendered 
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to the carrier. In general, if a carrier delivers goods for 
which a negotiable bill has been issued, and fails to take 
up and cancel the bill, such carrier will be liable in dam- 
ages to anyone who for value and in good faith purchases 
such bill, whether such purchaser acquired title to the bill 
before or after the delivery of the goods by the carrier, 
and notwithstanding that delivery was made to the person 
entitled thereto. Hence, an order bill is not merely a re- 
ceipt for the goods and a transportation contract but also 
a S 3 anbol of the goods, controlling their possession and 
conveniently dealt with in place thereof. A negotiable docu- 
ment of title is customalily acceptable as collateral security. 

Negotiable Documents of Title. A negotiable docu- 
ment of title controls possession, since the bailee will not 
deliver the goods without surrender thereof. Although 
paper negotiable in this sense (though not in that appli- 
cable to a bill of exchange or promissory note) is contrac- 
tual in its origin, it is governed rather by the rules con- 
trolling transfers of property than by those governing the 
assignment of choses in action. The assignee of a chose 
in action is in the position of an original obligee with 
a direct right against the obligor. Negotiability, on the 
other hand, is, in its essence, the quality of assignability 
free from equities (defenses). The defenses cut oflF by A's 
negotiation of a negotiable document of title to D (a bona 
fide purchaser) are (1) that the negotiation was a breach 
of A’s duty to P, (2) that P (owner of the document) 
was deprived of possession thereof by fraud, mistake, or 
duress (or by accident or conversion, under the Uniform 
Bills of Lading Act) . Both the contract of the person issu- 
ing a negotiable document of title and the ownership of 
the goods are transferable as a negotiable instrument is 
negotiable. The form of the document indicates the owner- 
ship of the goods by naming the person to whom they are 
to be delivered. The fundamental distinction between nego- 
tiable instruments and negotiable documents of title is that 
the former (bills and notes) must contain an unconditional 
order or promise to pay generally and carry the general 
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credit of the parties thereto rather than the credit of a 
particular fund only, whereas a document of title can re- 
late only to specified goods. The form in which a negoti- 
able document is taken is regarded as a representation of 
title on which third persons may rely; hence the delivery 
of an indorsed (negotiable) document (or of one naming, 
as consignee entitled to delivery of the goods, the person 
to whose custody it is entrusted) is more than a delivery of 
the goods themselves. I, indorsee of a negotiable document 
of title representing goods in the possession of A (bailee), 
by delivery from B (owner, or one who could give title 
to a bona fide purcluser), prevails over trustee process 
(garnishment) or execution (subsequent to the issuance of 
such document) unless it is first surrendered or its nego- 
tiation enjoined. T, transferee for value of a negotiable 
may (in the absence of other agreement) com- 
pel the transferor to put thereon the indorsement essential 
for negotiation, with like protection as from that time. But 
the rights of T, transferee of a nonnegotiable document, may 
be defeated by attachment or execution by a creditor of the 
transferor (or by notification to A [by the transferor or by 
a subsequent purchaser from him] of a later sale of the 
goods ty the transferor). 

1. Forged Document A forged document cannot transfer title 
or impose liability on the bailee who supposedly issued it 

2. “Spent” Document Not even one to whom a negotiable 
document of title has been negotiated (P) can acquire thereby m 
against D (carrier or warehouseman) a right in rem to any goods 
if A (consignor or depositor) had no actual or ostensible title 
thereto (D’s issuance of a document acknowledging receipt from 
A does not warrant A’s title), or if (prior to the negotiation to 
P) the goods have been destroyed or delivered by D to a ijerson 
then entitled to possession thereof; the same is true if D issued 
the document without receiving any goods. (P, holder of negoti- 
able bills of lading as security for drafts accepted by A (drawee, 
who was thereupon entitled to receive the documents], cannot 
recover thereon from D [carrier], who delivered the gfoods to A 
without taking up the documents. But had P been a rightful 
holder for value without notice of the delivery, he could have 
recovered on nght in parMtmanL) 

3. Documents Issued When No Goods Were Received. The 

Uniform Bills of Lading Act provides that if the carrier’s agent 
(whose actual or apparent authority includes the issuance of bills 
of lading where goods were actually received) fraudulently issues 
a bill whei) in fact there are no goods behind it, the carrier will 
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be liable: (1) to the consignee named in a nonnegotiable bill> or 
(2) to the holder of a negotiable bill who has in good faith given 
value therefor relying on the description therein. The measure of 
such liability would be the damages caused by the nonreceipt by 
the carrier of all or part of the goods or their failure to correspond 
with the description thereof in the bill at the time of its issue. 
Under the Federal Bills of Lading Act, however, the carrier will 
not be liable unless its agent had authority to receive the goods 
as well as authority to issue interstate bills of lading. 

4. Indorser Not a Gu^antor. Whereas the indorsement (and 
delivery) of a negotiable instrument is both a conveyance thereof 
and a contract to pay it if the requirements of diligence (present- 
ment and notice) are met, the indorsement of a document of 
title is merely a conveyance and does not make the indorser liable 
for default or failure of the bailee issuing the document, or for 
default or failure of prior indorsers to fulfill their respective 
obligations. 

5. Warranties on Sale of Document A person who for value 
negotiates or transfers a document of title by indorsement or 
delivery, including one who assigns for value a claim secured by a 
document of title, unless a contrary intention appears, warrants: 

(a) That the document is genuine; 

(b) That he has a legal right to negotiate or transfer it; 

(c) That he has knowledge of no fact which would impair 
the validity or worth of the document; and 

(d) That he has a right to transfer the title to the goods and 
that the goods are merchantable or fit for a particular purpose, 
whenever such warranties would have been implied if the contract 
of the parties had been to transfer without a document of title 
the goods represented thereby. 

^ One purchasing a draft with bill of lading attached (D) is not 
hable to the drawee paying the draft (P) for a breach of contract 
or warranty as to the goods by the seller-drawer, since D neither 
sells nor makes any representations as to the draft or bill of 
lading. The same result follows if the bill of lading is a forgery. 

HOW THE SELLER MAY RETAIN CONTROL 
AFTER SHIPMENT 

We are now in a position to return to the question posed 
at the beginning of this chapter: Where shipment is made 
by carrier, by what means can the seller prevent the buyer 
from obtaining possession of the goods unless the buyer 
either pays the price or otherwise performs his obligation 
tinder the contract? Four methods may be noted. 

C. O. D. Shipment. If the sale is C.O.D., the buyer 
must pay for the goods before he can obtdn possession. 
Title may or may not have passed to the buyer on ship- 
ment, or even before shipment. The law states merely that 
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C.O.D. terms do not prevent title from passing to the 
buyer on delivery to the carrier. 

Straight Bill Consigned to Seller or Seller’s Agent. 
The seller (S) may reserve title to the goods by means of 
a straight bill of lading wherein he (or his agent) is con- 
signee. If he consigns the goods by straight bill to a third 
person (A) in accordance with B’s contract or order, and 
A discounts, pays, or accepts S’s draft, S’s interest in the 
transaction is at an end (except as to his contingent lia- 
bility as drawer of the draft) and A holds the legal title 
as security (the beneficial property interest being now in 
B), whereas if A neither discounted a draft nor made ad- 
vances nor incurred a liability to S on the faith of the 
shipment, he is merely S’s agent and the security title is 
held by A for the benefit of S. 

Buyer’s Order Bill. While title passes to the buyer if 
(in accordance with the contract or order) the goods are 
shipped by straight or order bill of lading wherein the 
buyer or his agent is named as consignee, the seller may 
reserve a right to the possession of the goods by retaining 
possession of a negotiable bill of lading wherein the buyer 
is consignee. He may send the bill of lading with draft 
attached to his agent or to a bank at the point of destina- 
tion, with instructions to deliver the bill of lading only on 
condition that the draft is honored — that is to say, paid 
(if payable on demand or not more than three days there- 
after) or accepted. 

Sending Bill Direct to Buyer. Where the seller sends the 
bill of lading with draft attached direct to the buyer for payment 
or acceptance, the buyer must not use the bill until he honors the 
draft, the inference of concurrent conditions being drawn from 
the fact that the bill and draft were sent through the same chan- 
nels (an inference which should not be drawn where the bill and 
draft are sent through different channels). The Uniform Bills of 
Lading Act ' provides in substance that (unless a different in- 
tention on the part of the seller appears) it may be assumed that: 
(1) if the draft is payable on demand or presentation or at sight 
(or not more than three days thereafter), the seller intended to 
require payment of the draft before the buyer should be entitled 
to use £be bill of lading; or (2) if the draft is payable on time 

1 Ducted in 29 states. The Uniform Massachusetts Receipts Act has been 

adopted by every state except New Hampshire. 
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(extending beyond three days after demand, presentation, or 
sight), the seller intended to require acceptance, but not payment, 
of the draft before the buyer should be entitled to use the bill 
of lading. To put it shortly: a demand draft must be honored 
by payment whereas a time draft may be honored by acceptance. 
However, this method of sending the bill of lading with draft 
attached direct to the buyer involves the risk that an unscrupulous 
buyer, although not honoring the draft, may detach the bill of 
ladmg and negotiate it to a bona fide purchaser for value. Even a 
bona fide purchaser of the goods (as distinguished from the bill 
of lading) from the buyer would be protected under the Sales 
Act, although the buyer himself could obtain no rights whatso- 
ever by the wrongful use of the bill of lading. 

Seller’s Order Bill. The seller may ship under a nego- 
tiable bill of lading to his own order. Assuming that the 
terms of the sale are F.O.B. shipping point, do the par- 
ties intend that title shall pass to the buyer on shipment in 
view of the fact that the goods are consigned to the seller’s 
order? Here it is necessary to make a distmction between 
general property (beneficial ownership) and special property 
(legal or security title). The general property may pass to 
die buyer on shipment, and, accordingly, risk of loss will be 
on the buyer during transit. But if the general property 
passes to the buyer on shipment, the form of the bill of lad- 
ing (by which the goods are consigned to the seller’s order) 
is effective to reserve in the s^er the spedal property 
(security title) in the goods solely for the purpose of secur- 
ing performance by the buyer of his obligations under the 
contract. The seller’s order bill has one advantage over the 
buyer’s order bill with draft attached. A sdler’s order bill 
is immediately available as security to a seller who wishes 
to discount his draft on the buyer. The seller need merely 
indorse the bill of lading which runs to his own order. If 
the bill runs to the buyer’s order it cannot be used as securi- 
ty to support a discoimt as the buyer’s indorsement would 
be necessary in order to negotiate the document to the dis- 
counting bank. 
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OTHER INCIDENTS OF THE CONTRACT 
OF SALE 

SALE BY ONE NOT HAVING TITLE 

As to money and negotiable instruments payable to 
bearer, mere possession is title — so tliat while the legal title 
of a thief or a finder is defeasible by the true owner, the 
latter cannot regain the property from a bona fide pur- 
chaser. As to other property, no one but the owner can give 
title. One with no title at all (a thief or a finder) can trans- 
fer none, even to a person paying value in good faith 
and without actual or constructive notice, in the absence of 
estoppel (where there has been such action by B, in proper 
reliance upon a representation or statement by A [the 
owner] that B cannot withdraw without damage). Even 
where stolen goods are sold in the open market, the owner 
can always recover them (in England and Canada, however, 
the bona fide purchaser is protected under the doctrine of 
"market overt”). Assume, however, that B obtains goods 
from A by fraud. B’s title is voidable at the instance of A. 
But if (before A so avoids B’s title) B sells the goods to C 
(a bona fide purchaser for value), C acquires good title. 
Hence, the distinction between a person not the owner and 
a person having voidable title is important with reference 
to the rights of third persons who have acquired the goods. 

EstoppeL Estoppel may grow out of apparent owner- 
ship or apparent authority, each usually characterized by 
B’s possession of the goods for certain purposes with A’s 
permission. The mere fact that B habitually sells such 
goods, or that A has given B (entrusted with possession) 
authority to exhibit them to obtain offers for them, may not 
by itself justify the finding of an estoppel (one who buys 
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salesman's samples on the salesman's representations that he 
is the owner is not protected) ; but the result may be differ- 
ent if A gives B possession coupled with indicia of title 
(allowing an agent or other person to have a document of 
title issued in his own name, or to have his name appear on 
property really belonging to A) or with power of sale. 

1. Factor’s Acts. Factor’s Acts (in effect in at least ten states) 
are designed to protect third persons who (under specified con- 
ditions) deal with an agent believing him to be the owner of goods. 
Thus P may deliver goods to A for sale or as security, or P 
may entrust A with documentary evidence of title thereto. As- 
sume that T (believing A to be the owner of the goods) contracts 
with A for their sale or disposition. A ships the goods to T, T 
having no notice by the bill of lading or otherwise that A is not 
the owner. Assume, further, that T has made advances to A 
against the goods or obligated himself in writing on the faith of 
A’s ownership. Factor’s Acts provide that before P can recover 
the goods, he must indemnify T. (Similarly, where P delivers 
goods to A for sale, and A, representing himself to, be the owner, 
pledges the goods with the T bank to secure a personal loan: 
in order to recover the goods, P must indemnify the T bank.) 
The courts are not in accord either as to who is an “agent” 
within the meaning of the various Factor’s Acts or as to whether 
or not one obtaining goods by fraud is “entrusted with posses- 
sion” thereof. 

2. Conditional Sales. At common law it is generally held that 
a conditional sale creates no estoppel as against the conditional 
seller, but this transaction is, in most jurisdictions, within record- 
ing statutes, intended to give notice of the seller’s title and to 
invalidate it as to third persons (without notice of the true situa- 
tion when they agreed to buy) unless the contract is in writing 
and is recorded. On principle, a conditional seller (or a chattel 
mortgagee) should not be^ able to reclaim the goods from a bona 
fide purchaser in the ordinary course of business from a condi- 
tional vendee or chattel mortgagor who is a dealer in such goods 
and who (by the terms of the conditional sale or chattel mort- 
gage) is authorized to put the goods in stock (or otherwise make 
them apparently his own), notwithstanding the fact that the con- 
ditional sale or chattel mortgage has been properly recorded. One 
who buys from a dealer should not be expected to search the 
record for encumbrances. This principle finds expression in the 
Uniform Trust Receipts Act (enacted in five states, including 
New York), which under such circumstances, makes the au- 
thority given the dealer to exhibit the goods tantamount to an 
authority to sell; recent statutes in New York similarly protect 
one who buys a mortgaged automobile from a dealer, where the 
purchaser took in the ordinary course of business and without 
actual notice of the recorded mortgage. The rights of the con- 
ditional seller and of the conditional buyer are alike assignable 
(by sale or mortgage). The risks of loss and gain are upon the 
buyer, 

3. Lease of ChatteL A lease, as distinguished from a condi- 
tional sale, contemplates merely use for a limited time (without 
change of ownership) followed by the return of the property to 



BUSINESS LAW 


Il8 

the lessor; but where the “rent” nearly or quite pays the price, 
the transaction is in law a conditional sale whatever the parti- 
cular name given to it by the parties, and, accordingly, within the 
recording laws. 

4. Consignment. In case of a consignment (as distinguished 
from a conditional sale) the consignor’s rights in the goods re- 
TnaiTiing unsold should not be aifected either by the consignee’s 
guaranteeing payment for any goods sold by him (a dd credere 
agent) or by the consignee’s being authorized to make himself 
a debtor when he sells the goods. 

CASH SALE 

A cash sale (where the intent is to exchange the goods for 
the price immediately upon making the bargain, as in a sale 
over the counter — where the transfer of title and possession 
and the payment of the price are concurrent) is to be dis- 
tinguished from both: 

1. A conditional sale (where, so long as he is not in 
default, the buyer has a right to possession before payment 
in full) ; and 

2. An absolute sale (where title presumably passes as 
soon as there is an agreement on the terms of the bargain 
and as soon as the goods are in a deliverable state, but where 
— nothing beii^ said about the time of payment — there is 
presumably no intention to extend credit) ; here the parties 
intend that possession is to be given only upon payment of 
the price (thus the seller is protected by having a lien and 
the buyer by havii^ the legal title). 

In so-called "cash sales” or “terms cash” transactions, 
contemplating a short period of credit (the buyer having 
the right in the interval to deal with the goods or even to 
resell them), the transfer of title should not be held to be 
deferred until payment of the price. A sale conditional on 
the buyer’s giving a negotiable instrument for the price 
should be construed as a transfer of title subject to the con- 
dition precedent of perfonnance by the buyer (rather than 
as a transfer of title with a lien in favor of the seller), 
whereas in a C.O.D. sale transfer of title is not ordinarily 
deferred until payment of the price. Assume that S is the 
original seller, B the buyer, and C a purchaser from B. If 
(as between S and B) title is not to pass until payment, C 
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gets no title (unless the Factor’s Act or some similar statute 
applies) even though B has possession and makes delivery. 
However, C does get title if S has waived the benefit of the 
condition and assented to the transfer of title to B. Such 
waiver may be implied by S’s voluntary parting with posses- 
sion with intent that B use the goods as his own, or for a 
purpose other than special or temporary, and in a manner 
inconsistent with a cash sale. Where the buyer, in a cash 
sale, gives a worthless check for the price, the seller should 
be held to have assented to the transfer of title to the goods, 
though his assent may have been procured by fraud. (The 
condition in conditional payment by check has no reference 
to the ownership of the property exchanged therefor.) If 
the check is dishonored, the seller should have the right to 
resort to the debt for which the instnnnent was given, but 
S should have no more right to r^in the goods from C 
(a bona fide purchaser from B, the original buyer) than if 
B had obtained the goods in exchange for a stolen chattd. 
Yet the New York courts hold that where B obtains the 
goods in a cash sale, giving a worthless check for the price, 
no title at all passes to B, and consequently S is permitted 
to recover the goods from C (the bona fide purchaser from 
B). Other courts have (equally illogically) allowed S to 
hold C in tort for conversion. 

RETENTION OF POSSESSION BY SELLER 

"Where a person having sold goods continues in posses- 
sion thereof, or of n^otiable documents of title thereto, the 
delivery or transfer by such person, or by an agent actii^ 
for him, of the goods or documents of title tmder any sale, 
pledge, or other disposition thereof, to any person receiving 
and paying value for the same in good faith and without 
notice of the previous sale, shall have the same effect as if 
the person making the delivery or transfer were e:q)ressly 
authorized by the owner of the goods to make the same. 
Where a person having sold goods continues in possession 
thereof, or of negotiable documents of title thereto, and 
such retention of possession is fraudulent in fact or is 
deemed fraudulent under any rule of law, a creditor of the 
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seller may treat the sale as void.”^ Delivery of possessitm 
at the time of the sale is thus necessary in a conveyance of 
chattels: (1) in order to make a title indefeasible against 
subsequent buyers (if the same goods are sold to two dif- 
ferent persons by convqrances equally valid, the one first 
lawfully getting possession can hold them), and (2) in 
order to make the title indefeasible against the seller’s 
creditors (if, and in so far as, retention of possession was, 
under the applicable state law, within statutes against 
fraudulent conveyances, such as 13 Eliz. c. 5 of 1571). 

DELIVERY AND PAYMENT 

The obligations of the seller to deliver and of the buyer 
to pay are mutually dependent (unless the contrary inten- 
tion appears) ; where no time is fiixed by the contract for 
performance by either, where the time for performance by 
one party only is fixed, or where one party is to perform 
in part in advance of the other (the remaining obligations 
being concurrent). Where the obligations are concurrent, 
neither party can maintain suit against the other without 
manifesting that he is ready and willing to perform by him- 
self and without tendering performance (his tender may be 
made conditional on simultaneous performance by the other 
party). In the absence of other agreement, the buyer’s obli- 
gation to pay for goods shipped in conformity with a con- 
tract or order matures (where no time is expressly fixed) 
only after a reasonable opportunity to inspect them at the 
place of destination (title, and therefore risk of loss ordi- 
narily passing on shipment) . If before delivery (or before 
inspection to be made at the place of delivery) goods (title 
to which has passed) are destroyed without the seller's 
fault, the risk of loss is on the buyer, even though time for 
payment of the price (in consideration of the transfer of 
title) was expressed to be upon, or at a fixed period after 
stich delivery (or inspection thereupon). 

Goods in Possession of Third Party. Where the 
goods are in possession of a third person (X), a delivery 


1 Met Aet, Seet. 2S, 36. 
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sufficient to satisfy the seller's duty to put the buyer in 
possession includes unqualified acknowledgment by X to 
the buyer that he holds the goods on behalf of the latter 
(if they are represented by a nonnegotiable document of 
title), whereas a delivery necessary to protect the buyer 
against all third persons (such as subsequent purchasers, or 
creditors of the seller) requires merely notice (by either 
seller or buyer) to X of the buyer’s rights — whereupon 
(regardless of his assent to the transfer) X becomes bailee 
for the latter by operation of law. 

Divisible Contract. In a "divisible” or "severable” 
contract each of the parties manifests a single assent to all 
the promises constituting one obligation, which admits of 
apportionment, the consideration on either side to corre- 
spond with the consideration on the other ; a portion of the 
price to be paid by B (buyer) is (expressly or impliedly) 
allocated as the agreed exchange payable for a portion of 
the performance rendered by S (seller). Thus as S per- 
forms each of the successive parts to be paid for separately 
(although they were to be used together as parts of one 
completed whole), a debt therefor immediately accrues as 
against B and is recoverable notwithstanding a subsequent 
breach by S-* 

If either party to a bilateral instalment contract has com- 
mitted (or manifested an intention to commit) a material 
breach, the other party should be excused from the obliga- 
tion of further performance, but his acceptance of defective 
performance thereafter with knowledge of the facts (or of 
further performance with knowledge of the breach) is an 
election to go on with the contract (not necessarily destroy- 
ing a right to recover damages for the breach). The obli- 
gation of the innocent party thus depends on the materiality 

2 Section 45 — (.Delivery in Instalments). Where there is a contract to sdl 
goods to be ddivered by stated instalments, which are to be separately paid 
for, and the seller makes defective deliveries m respect of one or more in- 
stalments, or the buyer neglects or refuses to take adivery of or pay for one 
or more instalments, it depends in each case on the terms of the contract and 
^e circumstances of the case, whether the breach of contract is so material as 
to justify the injured party in refusing to proceed further and suing for 
damages for breach of the entire contract, or whether the breach is severable, 
giving rise to a claim for compensation, but not to a right to treat the whole 
contract as broken. 
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of the breach; it is generally held sufficiently material to 
excuse the other party if there has been failure to deliver, 
or to accept or pay for, an instalment or a defect in the 
quality of an instalment. Since mutual debts do not cancel 
at common law, there is no broad rule that a buyer who has 
received an instalment under a divisible contract may rightly 
refuse to pay the price therefor because of the seller’s actujJ 
or anticipated breach as to another instalment. 

Letter of Credit. The ordinary type of letter of credit 
used in commerce is a promise upon strict terms by the 
financing bank, at the request of its customer, to pay to 
the seller or to his bank a specified amount on being fur- 
nished (within a designated time) with the specified ship- 
ping and other documents. It need not be in any particular 
form. It is irrevocable after issuance (unless the contrary 
is stated), perhaps on the theory that consideration for the 
bank’s promise not to revoke is to be found in the cus- 
tomer’s promise of reimbursement and of a commission. 

Buyer’s Kight of Inspection. The right of inspection 
by the buyer may be either (1) o condition precedent to his 
obligation to take the goods (a right to see the goods in 
order to determine whether he will become the owner), or 
to his obligation to pay the price (a right to see the goods 
in order, before payment, to determine whether he has be- 
come the owner), or (2) a condition subsequent whose 
occurrence gives him the right to return the goods after 
title has passed and the price has been paid without an 
opportunity to inspect (or where inspection of goods in the 
buyer’s possession is deferred for his convenience) . Where 
the agreement relates to specific goods in a deliverable con- 
dition, or where the seller has appropriated goods to the 
buyer in conformity with the contract or order, inspection 
by the buyer (in order to determine before payment whether 
he has become the owner) is manifestly not a condition 
precedent to the transfer of title. On the other hand, where 
title is not to pass until delivery directly from seller to 
buyer, assent by the latter to take the goods is an essential 
part of delivery (that is to say, assent by the buyer to be- 
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come the owner of the goods is such a condition precedent) 
and mere surrender of the goods by the seller at a place 
where they will be in the buyer's control (or even the buy- 
er's taking them into his physical control) should not effect 
a transfer of title until the completion or waiver of his 
examination (to decide whether he will become the owner). 
Thus if the buyer receives the goods at his place of business 
(waiving his preliminaiy right of examination) title passes 
subject to a “condition subsequent'' — the buyer may re- 
vest title in the seller by rescission if, after a timely exami- 
nation, the goods are found to be defective. Even a wrong- 
ful rejection (though a breach of contract) will prevent 
title passing where (under the contract) it is not to pass 
until delivery. 

Acceptance. Acceptance by the buyer is his mani- 
festation of assent to become the owner of specified goods 
offered by the seller (aside from the Statute of Frauds he 
may accept in advance such goods as the seller may appro- 
priate). It docs not necessarily imply that he may not re- 
ject the goods (notwithstanding that title has passed to 
him) as upon the occurrence of a condition subsequent, if 
inspection shows that they are not in conformity with the 
contract (where the bargain relates to specific goods and 
there is no opportunity to inspect, where testing or trial is 
necessary, or where goods are sold by description). Nor 
does it per se discharge the seller from liability for breach 
of any promise or warranty of which the buyer gives notice 
within a reasonable time after he should have known of 
it. Even payment in full does not conclusively establish 
that the goods comply with the contract or are taken in 
complete performance thereof. The buyer may accept a 
portion of the goods (correct in quality) without accepting 
the (defective) remainder if the price of the part taken 
can be determined by computation. Upon tender a promisee 
may in general refuse to perform without specifying any 
particular ground (and insisting upon any available ground). 
However, a refusal of tender or demand for one specific 
reason should preclude the later assertion of other (and es- 
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pedally technical) reasons readily remediable when the ear* 
lier refusal was made, on the ground that the promisee by 
specifying a particular reason has prejudiced or misled the 
obligor and so is estopped. A buyer having refused to take 
title because the goods are not those called for by the con- 
tract, and having notified the seller to remove the rejected 
goods, may, if necessary, resell the goods for account of the 
seller. 



Chapter XX 


RIGHTS OF THE PARTIES 
THE SELLER’S RIGHTS 

For purposes of convenience the Act treats separately of 
the “Rights of the Unpaid Seller against the Goods” and 
the “Remedies of the Seller” against the buyer. The two 
are often combined in practice. Thus, if the buyer wrong- 
fully rejects the goods, the seller may resell the goods and 
(if such resale was properly made) sue the buyer to re- 
cover any deficiency. Thus, resale of the goods is com- 
bined with an action for damages. It should be remem- 
bered, therefore, that the separate enumeration of rights 
and remedies does not imply that eacdhi is necessarily exclu- 
sive of all others. The seller of goods is deemed to be an 
unpaid seller within the meaning of the Act : 

(a) When the whole of the price has not been paid or 
tendered. 

(b) When a bill of excdiange or other negotiable instru- 
ment has been received as conditional pajrment, and the con- 
dition on whidi it was received has been broken by reason 
of the dishonor of the instrument, the insolvency of the 
buyer, or otherwise. 

Unpaid Seller’s Lien. The unpaid seller of goods who 
is in possession of them is entitled to retain possession of 
them until pajunent or tender of the price in the following 
cases, namely: 

(a) Where the goods have been sold without any stipu- 
lation as to credit (and the agreement does not bind the seller 
to transfer possession to the buyer unless the buyer at the 
same time makes payment) ; 
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(b) Where the goods have been sold on credit, but the 
term of credit has expired (the buyer not having taken 
possession during the credit period) ; 

(c) Where (even before the time for payment has ar- 
rived) the buyer becomes insolvent. (A person is insolvent 
within the meaning of the Uniform Sales Act who either has 
ceased to pay his debts in the ordinary course of business 
or cannot pay his debts as they become due, whether he has 
committed an act of bankruptcy or not, and whether he is 
insolvent within the meaning of the Federal Bankruptcy 
Law or not.) 

The seller may exercise his right of lien notwithstanding 
that he is in possession of the goods as agent or bailee for 
the buyer. If title has not passed to the buyer, the seller 
cannot be said to have a lien (on his own goods). But he 
does have, in addition to his other remedies, a right to with- 
hold delivery — similar to and coextensive with the rights 
of lien and stoppage in transitu that the seller has where 
the property has passed to the buyer. Where an unpaid 
seller has made part delivery of the goods, he may exercise 
his right of lien (for the unpaid portion of the entire price) 
on the remainder, unless such part delivery has been made 
under such circumstances as to show an intent to waive the 
lien or right of retention. The lien is lost (a) when the 
seller delivers the goods to a carrier or other bailee for the 
purpose of transmission to the buyer without reserving the 
property in the goods or the right to the possession thereof ; 
(b) when the buyer or his agent lawfully obtains possession 
of the goods, having thus both title and possession; (c) 
by waiver (as by asserting a right inconsistent therewith or 
on grounds independent thereof or by conversion, attach- 
ment, or assent to a resale). But the lien is not lost merely 
because the seller has obtained a judgment for the price of 
the goods. 

Stoppage in Transit. When the buyer of goods (hav- 
ing title) is or becomes insolvent, the unpaid seller who 
has parted with the possession of the goods has the right 
of stopping them in trcmsitu — that is to say, he may resume 
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possession of the goods at any time while they are in 
transit, and he will then become entitled to the same rights 
in regard to the goods that he would have had if he had 
never parted with the possession. 

To exercise the right of stoppage in transit, the seller 
must notify either : 

1. The person who has immediate custody of the 
goods, or 

2. The principal (whose servant has custody of the 
goods), provided such notice is given at such a time and 
under such circumstances that the principal, using reason- 
able diligence, may transmit it to his servant in time to 
prevent delivery to the consignee. 

When the Transit Ends. The transit is broken (ends) by 
delivery to the buyer at destination, or even by the buyer’s in- 
tercepting the goods at some intermediate point. Goods are no 
longer in transit: 

(a) If, after the arrival of the goods at the appointed destina- 
tion, the carrier or other bailee acknowledges to the buyer or his 
agent that he holds the goods on his behalf and continues in pos- 
session of them as bailee for the buyer or his agent; and it is 
immaterial that a further destination for the goods may have 
been indicated by the buyer; or 

(b) If the carrier or other bailee wrongfully refuses to deliver 
the goods to the buyer or his agent in that behalf. 

If the goods are delivered to a ship chartered by the buyer, 
it is a question depending on the circumstances of the particular 
case whether they are in the possession of the master as a car- 
rier or as agent of the buyer. 

Some courts distinguish between diversion and reshipment, 
holding that, if S in Chicago consigns goods to B in New York 
City and B diverts them to Albany before they reach New York, 
this does not break the transit; whereas, if, the goods reach New 
York and B then instructs the carrier to reship them to Albany, 
this is a case of reshipment which does not revive the transit 
broken when the carrier in New York notified B it was holding 
goods for his account. 

In many cases goods are shipped by land and water, necessitat- 
ing reloading and temporaiy storage at intermediate points. At 
such points the goods, while physically at rest, are nevertheless 
*'in transit.” Transshipment and storage are incidents — links in 
the chain of transportation. 

Neither the unlimited power of the seller to reclaim or 
retain goods (even though retention is a breach of con- 
tract) where title has not passed from him, nor rescission 
and recovery by the seller for fraud (before the goods have 
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reached a bona fide purchaser) is properly called stoppage 
in transit. A seller, knowing of the buyer’s insolvency at 
the time of the sale, cannot subsequently stop the goods in 
transit. The seller’s right to stop is paramount to any lien 
on the goods claimed by third persons against the buyer; 
a levy by creditors of the buyer cannot defeat the right of 
subsequent stoppage. While the lien of the seller (or his 
right to stop in transit) is limited by the fact that a negoti- 
able document of title (operating as delivery of the goods 
when indorsed) is outstanding, the transfer of a nonnegoti- 
able document (even if indorsed for value) is not in legal 
eflfect a delivery of the goods -and so does not affect those 
rights of the seller with reference to the rights of one ad- 
vancing money to the buyer on the faith thereof or (where 
the seller has not consented to the subsale) of a subpur- 
chaser. The latter is not protected by a transfer of any- 
thing less than title plus a document having the legal effect 
of a delivery of the goods. 

Resale. If the goods are perishable, if the right of 
resale on default was expressly reserved, or if the buyer 
is in default in payment of the price for an unreasonable 
time, the unpaid seller (having a lien or having stopped the 
goods in transit) has the right to resell the goods with no 
fmther liability on the original contract to sell or the sale — 
conferring thereby a good title as against the original buyer. 
The buyer is liable for any deficiency but is not entitled to 
any surplus arising from such resale (even though title 
has passed and the seller, seemingly, occupies a position 
analogous to that of a mortgagee or pledgee who sells the 
security to satisfy the debt but must account to the mort- 
gagor or pledgor for any surplus). The seller is not re- 
quired to give the buyer notice of his intention to resell 
the goods ; but the giving of, or failure to give, such notice 
is admissible upon the issue of the buyer’s having been in 
default for an “unreasonable time’’ (if that is the bagi ? of 
the resale). The seller can avoid any difficulty on this score 
by inserting in the contract of sale a provision giving him 
the right to resell immediately on the buyer’s default. The 
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seller is bound to exercise reasonable care and judgment in 
making a resale, and subject to this requirement may make 
a resale either by public or private sde. If the resale is 
made before title has passed, the seller has at least as great 
rights as if it were made thereafter; and no distinction has 
been observed except that in the former case (the purpose 
of the resale being merely to determine the seller’s dam- 
ages) it should be at about the time when performance was 
due in order to determine the then market price, whereas 
in the latter there is no such requirement of a prompt sale. 
The resale may even be during the period of agreed credit 
if the buyer has repudiated the contract or manifested his 
inability to perform. In reselling, the seller acts (by virtue 
of a power given by law) primarily to protect his own in- 
terests and is not to be deemed the buyer’s agent. If the 
buyer has been guilty of a material breach, he is within the 
general rule which does not permit one (being himself in 
default and refusing to perform, whereas the other party 
is ready and willing to proceed) to recover what he has 
previously advanced or done. A prior judgment for the 
price is not necessarily inconsistent with resale under this 
section (since the remedies are several and alternative) 
although the buyer should be credited with the proceeds 
in reduction of his debt. 

Rescission of the Transfer of Title. Where the unpaid 
seller (having a right of lien or having stopped the 
goods in transit) expressly reserves the right to rescind 
the transfer of title in case of the buyer’s default, or where 
the buyer has been in default in payment of the jfrice for 
more than a reasonable time, the seller may rescind and there- 
after treat the goods as his own, holding the buyer liable 
in damages (measured by the difference between the con- 
tract price and the fair market value of the goods at the 
time and place of delivery as fixed by the contract). In 
order to rescind the transfer of title the seller must either 
give the buyer notice of his intention to rescind or perform 
some overt act (which need not be communicated to the 
buyer, although giving or failure to give notice of inten- 
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tion to rescind is admissible on the issue of default for an 
iitirpnsoTiahlft time) manifesting an intention to rescind 
(seller, after obtaining possession of the goods from the 
carrier, mingled them with his own, giving no notice to 
buyer that the goods were being held for him or that the 
goods were to be resold for the buyer’s credit). Rescis- 
sion of the transfer of title (as distinguished from resds- 
sicm of the contract or sale — as to which see p. 131 infra) 
does not terminate the buyer’s liability for damages. 

REMEDIES OF THE SELLER ON 
THE CONTRACT 

Action for the Price. In general, the seller is not en- 
titled to a judgment for the price imless title has passed. 
Even though the buyer’s rejection of the goods be wholly 
unjustifiable, the seller (where the buyer’s refusal to accept 
is effective to prevent title passing) cannot force the goods 
down his throat, but (under the Act) he has a remedy in 
damages. There are, however, two situations in which the 
seller may sue for the price even though title has not 
passed, viz: 

1. Where (by the terms of the contract) the price is 
payable on a day certain, irrespective of delivery or of 
transfer of title (and even though the goods have not been 
appropriated to the contract) ; 

2. Where the goods cannot be resold readily for a rea- 
sonable price (tmless the seller has proceeded with the con- 
tract after the buyer notified him of repudiation or counter- 
mand while labor and expense of material amount were still 
necessary on the seller’s part to enable him to perform). 
(S agreed to sell and deliver to 6 5,000 Xmas cards, title 
to pass to B on ddivery. After S had completed the cards 
and at a time when the market for such cards vras over 
until the following year, B repudiated the contract. S is 
not required to sell the cards for the best price obtainable. 
S may notify B that the cards are thereafter hdd by S as 
bailee fm: B. S may treat the goods as B’s and maintain 
an action for the price.) 
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A seller who has reserved a security title (general property 
in the goods — so that risk of loss has passed to the buyer) 
has been permitted to sue for the price. 

Action for Damages. Where the buyer wrongfully 
neglects or refuses to accept and pay for the goods, the 
seller may maintain an action against him for damages for 
nonacceptance. The measure of damages is estimated loss 
directly and naturally resulting, in the ordinary course of 
events, from the buyer’s breach of contract. If there is an 
available market for the goods in question, the measure of 
damages (in the absence of special circumstances showing 
damage of a greater amount) is the difference between the 
contract price and the market or current price at the time 
when the goods ought to have been accepted, or, if no time 
was fixed for acceptance, then at the time of the refusal 
to accept. A seller completing after repudiation or counter- 
mand (see p. 130) can recover no greater damages than 
as if he had stopped thereupon, but his profit estimated as 
upon completion may be considered. This rule should be 
interpreted in accordance with its purpose: to mitigate the 
seller’s damages. Consequently, if the cost of completion is 
relatively insignificant as compared with the accretion in 
value incident to completion, some courts have held that the 
purpose of the rule would justify disregard by the seller 
of the buyer’s instructions. 

Rescission of the Contract of Sale. Where the goods 
have not been delivered to the buyer, and the buyer has 
repudiated the contract to sell or the sale, or has manifested 
his inability to perform his obligations thereunder, or has 
committed a material breach thereof, the seller may totally 
rescind the contract or the sale by giving notice of his elec- 
tion so to do to the buyer. 

REMEDIES OF THE BUYER 

For Conversion or Detention. Where property in the 
goods has passed to the buyer and the seller wrongfully 
neglects or refuses to deliver them, the buyer may main- 
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tain any action allowed by law to the owner of goods of 
similar kind which are wrongfully converted or withheld. 

For Failure to Deliver. Where the property in the 
goods has not passed to the buyer and the seller wrong- 
fully neglects or refuses to deliver them, the buyer may 
recover damages measured by the loss directly and naturally 
resulting, in the ordinary course of events, from the seller’s 
breach of contract. Ordinarily the difference between 
contract and market price at the time they should have been 
delivered (or, if none were fixed, at the time of the seller's 
refusal to deliver) fixes the amount of damages. 

For Specific Performance. The buyer may obtain 
specific performance of a contract to deliver specific or as- 
certained goods — that is, a court of equity has discretionary 
power to grant such relief. Ordinarily, however, equity will 
decree specific performance only with respect to unique and 
irreplaceable chattels (a rare painting, a statue, stock not 
listed on any exchange), deeming money damages to be ade- 
quate compensation in all cases where there is an available 
market for goods similar to those forming the subject matter 
of the contract. 

For Breach of Warranty. Where there is a breach 
of warranty by the seller, the buyer may, at his election ; 

(a) Accept or keep the goods and set up against the seller 
the breach of warranty by way of recoupment in diminu- 
tion or extinction of the price (but if, after acceptance of 
the goods, the buyer fails to give notice to the seller of the 
breach of any promise or warranty within a reasonable time 
after the buyer knows or ought to know of such breach, the 
seller will not be liable therefor). 

(b) Accept or keep the goods and maintain an action 
against the seller for damages directly and naturally result- 
ing, in the ordinary course of events, from the breach of 
warranty (provided timely notice of defect was given to the 
seller). In case of breach of warranty of quality, damages 
ordinarily amount to the difference between the value of 
the goods at the time of delivery to the buyer and the value 
they would have had if answering to the warranty. 
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(c) Refuse to accept the goods if the property therein has 
not passed, and maintain an action against the seller for 
damages for the breach of warranty. 

(d) Rescind the contract to sell or the sale and refuse 
to receive the goods (or if th^ have already been received, 
return them or offer to return them to the seller and re- 
cover the price or any part thereof which has been paid). 

When the buyer has claimed and has been granted a 
remedy in any one of these ways, no other remedy will 
thereafter be granted. 



Part IV: Agency 


Chapter XXI 

FORMATION OF AGENCY 

Agency is a relationship resulting from an agreement (not 
necessarily a contract) that A (the agent) shall act on be- 
half of P (the principal) subject to P*s control, and ordi- 
narily it implies a power in A to contract with a third person 
(T) on behalf of P. It is this power to affect P's contractual 
relations with third persons that differentiates an agent from 
a servant. Servants, too, are subject to control of their mas- 
ters; but a servant (S) has no power to bind his master by 
contracting with a third person (T). (The president of a 
corporation is an agent: the office boy is a servant.) The 
same person (A) may, it is dear, act for P as agent in one 
transaction and as servant in another. 

CAPACITY OF P AND A 

In general, whatever P can do by acting in person he can 
do through A. Courts differ as to whether the appointment 
of an agent by an infant prindpal is void or merely void- 
able, but agree that an infant may act as agent if he pos- 
sesses the requisite physical and mental qualifications. 

FORM OF APPOINTMENT 

In general, there are no formal requirements governing 
the appointment of an agent. A's authority may be oral, 
written, or implied from circumstances. Note, however, 
that: 

1. A contract of agency to continue for more than one 
year from the date of making is unenforceable unless in 
writing (Statute of Frauds). 
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2. Where P appoints A to execute a formal document 
which, in order to be effective, must be under seal, A’s ap- 
pointment must also be by an instrument under seaL 

3. Where P appoints A to transfer an interest in real 
estate, A's authority (in most states) must be in writing 
signed by P. (A real estate broker is not within this rule 
where his authority [as is usual] is limited to finding pros- 
pective purchasers and does not extend to m aking a con- 
tract to pass title.) 

ACTUAL AUTHORITY 

Actual authority may be conferred by words (express 
authority), by conduct, or even by silence (implied authority) 
as where P (knowing that A is acting for him in circum- 
stances where dissent would ordinarily be manifested) does 
not dissent. Actual authority (express or implied) includes 
authority to do acts incidental to the transaction or reason- 
ably necessary to its accomplishment. (P instructs A to 
collect a bill : A has authority to give a receipt.) 

Authority by Necessity. Unforeseen emergencies may 
arise in which it is impracticable for A to communicate 
with P and await instructions. Here A can bind P by such 
action as will prevent substantial loss to P. (A shipmaster 
can sell the cargo in an emergency, although ordinarily he 
has no authority to bind the owner of the goods by any dis- 
position of them.) 

APPARENT (OSTENSIBLE) AUTHORITY 

P may create in A the appearance (at the same time with- 
holding the reality) of authority. If, now, T deals with A, 
P is estopped to deny that A's actual authority is equal to 
A’s ostensible authority on which T relied. (P writes T 
that A is authorized to sell certain store fixtures. P private- 
ly instructs A not to consijmmate the sale, but merely to 
obtain T's best offer. A gives T a bill of sale to the fixtures 
for $100. The sale is binding on P. A had ostensible, not 
actual, authority to make the sale.) 

Estoppel by Course of Dealing. Ostensible authority 
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is another name for authority by estoppel. Estoppel to 
deny A’s authority may be based on a course of dealing. 
(The T bank has cashed for A numerous checks payable 
to P’s order and indorsed in P’s name by A. P, knowing 
of the practice, has never objected to it. A indorses in P’s 
name a check for $250, obtains the cash from the bank, and 
absconds. P cannot recover from the T bank. By sanction- 
ing the practice P has held out A [to T] as having actual 
authority to indorse checks with his [P’s] name.) 

Ostensible Authority Incident to a Particular Posi- 
tion. If P puts A into a position wherein it is usual for 
the occupant to have particular authority anyone (T) having 
occasion to deal with A in that position is justified in assum- 
ing that A has such authority. Secret limitations on A’s au- 
thority are ineffectual. (A, a general insurance agent, can 
effectively insure against risks contrary to express instruc- 
tions of his principal, but within the scope of A’s apparent 
[customary] authority, if the assured is ignorant of the 
limitations on A’s authority. Thus, it has been held that P 
is bound on policies written by A [a general insurance agent] 
covering : property of an insolvent person ; accident insurance, 
the assured being over 65 years of age ; insurance on prop- 
erty of a person expressly named by P to A as a prohibited 
risk. Similarly : P instructs A [a commission merchant with 
ostensible authority to sell on credit] not to sell to X except 
for cash. A sells to X on credit. P is bound by the contract, 
but if X’s account is uncollectible, A must make good the 
loss to P.) Where P puts A in charge of a business, A has 
ostensible authority to buy on credit or for cash. 

RATIFICATION 

P is not bound where A, lacking actual or apparent au- 
thority, acts on P’s behalf. Yet P (having knowledge of all 
the material facts) may elect to affirm A’s unauthorized ac- 
tion, thereby giving it the same effect as if P had originally 
authorized it. Such affirmance is ratification. P has this 
power wherever A discloses to T that he is acting on be- 
half of a principal even though A does not further identify 
P (by name). (Even where A purports to be acting for 
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himself, P can [in some states! ratify A"s tmauthorized 
act.) P*s affirmance of A’s unauthorized act may be mani- 
fested by any conduct showing consent thereto (receipt or 
retention of benefits by P with knowledge of the facts) or 
by P s failure to repudiate A’s act after he learns of it. P 
cannot ratify A*s act or contract in part, but only in its 
entirety. There is a conflict of authority as to whether T 
(by giving notice to P or A) can withdraw from the trans- 
action at any time before P affirms. It seems clear that T, 
whose position is that of an offeror, should have such right 
of withdrawal; otherwise T cannot hold P, and yet T's 
hands are tied until P manifests his position. 

P’s affirmance is not eflfective if it takes place after T 
dies or becomes insane, or after the situation has so mate- 
rially changed that it would be inequitable to subject T to 
liability if he elects to disaffirm. (A, acting for P, with- 
out authority obtains from T a policy of insurance on P’s 
property. P cannot ratify the policy after a fire has 
occurred.) 

ADOPTION 

P cannot ratify A's act unless P was capable of contract- 
ing at the time of the transaction. A, a promoter, makes 
a contract on behalf of P, a corporation not yet in exist- 
ence. When the P corporation is organized it can adopt 
(but not ratify) the contract. Such adoption is effective 
as of the date of adoption: it does not (as in the case of 
ratification) “relate back’’ to the date on which A made the 
contract. The distinction may be of importance in deter- 
mining whether a contract is to be performed within one 
year from the date of its making (Statute of Frauds) or 
whether a cause of action, accruing on the date the con- 
tract was made is “outlawed” (Statute of Limitations). 

INTERPRETATION OF AUTHORITY 

Rules for the interpretation of contracts apply to the 
interpretation of actual and ostensible authority, which must 
be examined in the light of surrounding circumstances, the 
relationship of the parties, the nature of the business, and 
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trade usage. The scope of certain authorizations (actual or 
apparent) has been declared by judicial interpretation; viz: 

1. Authority to make a contract does not include au- 
thority to alter, rescind, waive conditions, render or receive 
performance, assign or sue upon it (none of these acts is 
necessary or incidental to the making of the contract). 

2. Authority to "'buy"* or depending upon the 

circumstances, may mean: 

(a) That A is to find a prospective seller or buyer with 
whom P may contract directly; or 

(b) That A is to make a completed contract for purchase 
or sale; or 

(c) That A is to accept or make a conveyance for P. « 

Generally an agent not entrusted with possession (of 
goods or documents of title) has authority only to solicit 
orders or to produce a buyer with whom the principal may 
deal. Authority to sell includes authority to make cus- 
tomary warranties and representations, but to sell only for 
cash unless a course of dealing justifies the inference thal 
A had authority to sell on credit. Authority to buy is in- 
terpreted to mean only for money if P has supplied A with 
funds; otherwise, A can pledge P’s credit on reasonable 
terms. 

3. Authority to take charge of property includes au- 
thority to take reasonable measures appropriate thereto, in- 
cluding authority to protect it, to keep it in repair, to re- 
cover it if lost or stolen, and (if usual) to insure it. 

4. Authority to receive payment means payment in 
money (not in chedcs, which are only conditional payment). 
Authority to receive negotiable instruments as payment, 
means instruments payable to P, and does not per se in- 
clude authority to indorse (although an agent is often ex- 
pressly authorized to indorse for deposit in an existing 
account of P). Authority to remit in a changed form (as 
after deducting a commission) would ordinarily indicate 
authority to indorse, in order that A may make such deduc- 
tion. The agent should not deposit in his own name unless 
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(as is often true of a factor or collecting bank) he is au- 
thorized to become a debtor for the amount collected. 

5. Authority to borrow is rarely inferred unless it is 
impossible for A to communicate with P and borrowing is 
indispensable to the continuance of the business or to pre- 
vent a very considerable loss. 

6. Authority to execute or to indorse negotiable paper 
is ordinarily inferred only when indispensable to the ac- 
complishment of the acts A is authorized to perform. Par- 
ticularly rare is the situation in which A could bind P by 
an accommodation signature. 

Agent’s Authority to Appoint an Agent (Subagent of 
the Principal). Where P appoints A as his agent. A, 
by inference, has authority to appoint another (B) as agent 
for P whenever such authority is ordinarily incidental to 
A’s duties or is customary under the circumstances. (P ap- 
points A as manager of P’s business. A hires B as book- 
keeper. B is a subagent of P. P’s right to control B is 
just as extensive and just as immediate as his right to 
control A: B is directly responsible to P for the proper 
performance of his duties.) 

Delegation of Authority. Ordinarily P’s selection of 
A as his agent is determined largely by the trust and con- 
fidence that P has in A. Accordingly A may not, in gen- 
eral, delegate his duties either to subagents or to employees. 
A may, however, delegate the performance of acts which 
are purely ministerial or mechanical. (P retains A, an 
attorney, to prosecute a claim. A can delegate to his law 
clerk certain preliminary tasks [legal research, briefing, in- 
terlocutory motions, court appearances, drawing pleadings] 
but A must conduct the trial of the case in person.) 

A servant ordinarily has no authority to delegate, since 
the physical conduct of his services is subject to the prin- 
cipal’s control (or right of control). 
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PRINCIPAL AND AGENT 

DUTIES OF PRINCIPAL TO AGENT 

The law (in the absence of express agreement) imposes 
upon the principal certain well-defined duties to his agent, 
among which we may note: 

1. Co-operation. P must co-operate with A where A’s 
compensation is contingent on results which can be accom- 
plished only if the principal co-operates. 

2. Indemnification. P must indemnify A for payments 
made or losses incurred as a result of authorized transac- 
tions. 

3. Compensation. P must pay A the compensation 
agreed upon, or (if no compensation was specified) the 
reasonable value of A"s services. (Where A is a relative of 
P, the service may be inferred to have been gratuitous, in 
the absence of an express provision.) In addition to com- 
pensation, A may be entitled to have work to perform where 
A's skill depends upon constant practice. Employment on 
a monthly or yearly salary does not of itself indicate that 
the employment is to continue for that period: such em- 
ployment is terminable by either party at any time, unless 
other facts exist from which it may be inferred that em- 
ployment for a definite period was agreed upon. 

Real Estate Broker, Where P lists property for sale 
with A, a real estate broker, A's authority is not to make 
a contract for the sale of the property, but merely to find 
a prospective purchaser (T) who is ready, able, and will- 
ing to contract with P upon the terms slated in the listing. 
A earns his commission by producing T — whether or not 
T evef takes title to the property (unless, by express agree- 
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ment, A is to receive a commission only "when, as, and 
if” title passes). 

If a broker is the effective cause of a transaction, he is 
entitled to the agreed compensation although the principal 
did not know the broker was instrumental in the negotia- 
tions and so made lower terms than he would otherwise 
have made. Where P lists real property for sale with A 
(a broker) P may also list such property with B, C, . . . 
N ; and P may try to effect a sale through his own efforts. 

Exclusive Authority to Sell. P’s appointment of A as 
exclusive agent to sell specified property is not equivalent 
to giving A an exclusive power of sale ; in the former case 
P may endeavor to sell through his own efforts, in the 
latter he may not so compete with A. But if P appoints 
A as exclusive agent to sell P’s products in a specified 
territory, P may not compete with A in that territory. 

Wrongful Termination of Agency. Where P wrong- 
fully discharges A, A may: 

1. Sue immediately after the breach (in most states) 
recovering judgment for prospective damages, or 

2. Sue after the expiration of the contract period for 
actual damages. (P is entitled to credit for the amount 
earned by A between the date of discharge and date of 
termination of the contract. During this period A must 
seek to mitigate his damages by trying to find work of 
like character in the same locality.) 

TORT LIABILITY OF PRINCIPAL TO AGENT 
OR SERVANT 

P’s tort liability to A is the same as to any third person 
except that P must warn A as to any unreasonable risk in- 
volved in the emplojmient. Common law rules as to the tort 
liability of an employer to his employees have been rend- 
ered largely obsolete by federal and state Employers’ Lia- 
bility Acts (Workmen’s Compensation Insurance). The 
statutes define hazardous employments, provide for medical 
attention to the injured worker, fix death benefits and com- 
pensation for various injuries or "accidents” arising out of 
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and in the course of the employment, and (in some states) 
fix compensation for occupational diseases. These statutes 
distribute the risk of injury over an entire industry, and 
do not condition the right to receive compensation on fault 
or negligence in the employer, or on freedom therefrom in 
the employee. Under the common law rules, on the other 
hand, an employee injured in the course of his empIo3rment 
could not hold his employer liable: 

1. If the employer had not been negligent, or 

2. If the employee had been negligent (contributory 
negligence), or 

3. If the employee had been injured by the negligence 
of some other employee (the Fellow Servant Rule), or 

4. If the injury had resulted from open and obvious 
risks of the business {contracttial assumption of risk) and 
other risks voluntarily assumed by the employee. 

DUTIES OF AGENT TO PRINCIPAL 

The duties of the agent are fixed by the agreement be- 
tween P and A, interpreted in the light of applicable cir- 
cumstances and those standards of obedience and loyalty 
which the law has annexed to the principal-agent relation- 
ship. 

Obedience. A (even though a gratuitous agent) must 
obey P’s instructions, even if they are capricious or imprac- 
ticable or motivated by P’s desire to irk A (as where P 
assigns to A disagreeable tasks which are within the scope 
of A’s duties). A may, however, disobey P’s instructions 
where A is privileged to protect his own interests, (A, a 
factor, has a lien on P’s goods in A’s possession to the 
extent of all moneys advanced by A to P. P directs A to 
return the goods or sell them on credit. A is not bound 
to comply with P’s orders until P has repaid all advances 
made by A.) A’s disobedience (unless privileged) subjects 
him to liability in damages, and, if material, justifies P in 
terminating the agency. 

Accounts and Deposits. A must keep and render ac- 
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counts of receipts and disbursements on P’sf behalf. Where 
A collects money for P, he should keep it separate from his 
own and deposit it in a special account in trust for P; other- 
wise A bears any loss resulting from the bank's failure. 

Loyalty. The agent (whether paid or gratuitous) 
must act solely for the benefit of the principal in all matters 
connected with the agen<gr, and take no unfair advantage in 
using what is acquired by him because of the opportunities 
afforded by his position. He must turn over to P any secret 
profit made by him in a transaction connected with his 
agency, or in the time which A is required to devote to P's 
business. (P employs A as a full-time salesman. Unknown 
to P, A agrees to carry a noncompetitive sideline for X. P 
is entitled to all commissions or compensation earned by A 
on sales of X’s goods.) Loyalty to P demands that: 

1. A must not act as an adverse party. (P authorizes A 
to buy specified goods. A must not sell P goods belonging to 
A : unless P consents, such sale is voidable, notwithstanding 
that the price was fair and that A could have done no better 
had he purchased the goods for P on the open market. Simi- 
larly, if P authorizes A to sell goods, A must not sell to 
himself. His duty [to get the highest price] here conflicts 
with his interest [to buy as cheaply as possible.]) 

2. A must not act for an adverse party. A cannot serve 
two masters — unless both consent, or unless he is a mere 
middleman or intermediary with no independent initiative. 
(P employs A to find a person interested in exchanging a 
farm for a city lot, and X employs A to find someone inter- 
ested in exchanging a city lot for a farm. A is given no au- 
thority by P or X to fix terms or to make a contract. Al- 
though neither P nor X knows that A is employed by the 
other, A may accept a commission from each.) Where both 
principals consent to a dual agency, A must disclose to each 
all pertinent facts. 

3. A must not use or disclose confidential information 
given by P. After the agency is terminated A is no longer 
under a duty to abstain from competition and may then use 
general information as to business methods and processes 
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and names of*customers remembered (if not acquired in 
violation of his duty as agent), but he must still not injuri- 
ously use or disclose unique or confidential information en- 
trusted to him only for P’s use or acquired by A in viola- 
tion of his duty. (A has no right to use mailing lists or a 
list of P’s customers copied while in P’s empl(^, but after 
A’s employment has terminated he is under no duty to 
“wipe clean the slate of his memory.”) One employed to do 
noninventive work (as distinguished from one emplo3red to 
do experimental work for inventive purposes, or to achieve 
a specific result accomplished by the invention) is entitled 
to patents resulting from his invention (though growing 
out of work for which he was employed and with the em- 
ployer’s tools and facilities). He must act in the principal’s 
name and not so receive or deal with the principal’s things 
that they appear to be his or so mingle them with his own 
as to destroy their identity. 

The foregoing principles apply also to servants. 
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PRINCIPAL AND THIRD PARTY 

CONTRACTS AND CONVEYANCES 
(P DISCLOSED) 

P’s Obligation where A’s Acts Are Authorized. P is 
a party to and liable upon a contract made by A with T, 
where A discloses to T that he is acting on behalf of a 
principal (whether identified by name or not), and where 
the contract is within A’s actual authority. T may enforce 
P’s liability even if the contract is in writing and purports 
to be the contract of A except that : 

1. In those jurisdictions which still accord to the seal 
its common law efficacy, P is not liable on an instrument 
under seal executed by A in his own name, in which instru- 
ment P is not named as covenantor or grantor, and 

2. P is not liable on a negotiable instrument unless his 
name appears therein. 

A memorandum signed by A in his own name satisfies the 
Statute of Frauds (if A is authorized) even though it fails 
to indicate P’s existence or identity, and even though a stat- 
ute may require A’s authorization to be in writing. 

P’s Obligations where A’s Acts Are Unauthorized. 
P’s liability on unauthorized contracts (made by A on P’s 
behalf) rests on estoppel or ratification. Unless A had 
ostensible authority to make the unauthorized contract, P 
will not be bound. Similarly, A’s false representations (in- 
cidental to the making of a contract) impose liability on 
P. T (to whom such misrepresentations were made) hav- 
ing no notice of their falsity or of A’s lack of authority may 
rescind the contract or have judgment against P in dam- 
ages, provided A had, actual or apparent authority to make 

T45 
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true representations concerning the subject matter. But P 
is not liable if T relies on A’s misrepresentations as to the 
existence or extent of A's authority, unless: 

1. P has invited T to deal with A on terms to be stated 
by A, or 

2. P has appointed A as general agent with authority 
to make a contract or to issue documents (bills of lading, 
warehouse receipts, stock certificates) on the happening of 
an event or the existence of circumstances peculiarly within 
the agent*s knowledge. (A, a freight agent of the P rail- 
road, conspiring with X, wrongfully issues to X bills of 
lading for 60 barrels of beans which were never received 
for transportation. X draws a draft on the consignee and 
T discounts the draft with the bills of lading attached as 
security. In most courts T can hold P liable for damage 
sustained. A had been authorized to issue bills of lading only 
upon the actual receipt of property for transportation, but 
A alone would know whether property had in fact been 
received for transportation; hence A's representation as to 
this fact [if relied on by T] is binding upon P. A, it will 
be noted was a general, as distinguished from a special, 
agent; that is, he was authorized to issue not one, but an 
indefinite number of bills of lading, which involved con- 
tinuity of service and authority to engage in not one, but 
several transactions of a specified character.) 

If a general agent (A) is employed by the principal (P) 
in a position in which the occupant usually has authority to 
issue negotiable instruments (a partner in a trading partner- 
ship or cashier in a bank), the fact that A was unauthorized 
to issue the particular instrument sued on is no defense against 
a holder in due course. If P entrusts (but does not in- 
dorse) to A a negotiable instrument pa 3 rable to the order 
of P, A does not have ostensible authority to collect or 
transfer the instrument merely because he has possession 
of it. 

Obligations of Third Party (T). P can enforce the 
liability of T on a contract made with A (acting for P and 
within A's actual or ostensible authority), unless the con- 
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tract by its form or terms excludes P as a party or unless 
A deceives T as to the existence of P (a principal not 
fully disclosed). (P authorizes A to sell to T certain build- 
ing material. A [knowing that T would not deal with P] 
represents that he [A] is acting for himself and denies the 
existence of P. T can rescind the contract.) 

CONTRACTS AND CONVEYANCES 
(P UNDISCLOSED) 

P’s Obligations where A’s Acts Are Authorized. P 
(although totally undisclosed) is bound by authorized con- 
tracts and conveyances made by A acting for P except on 
contracts under seal, negotiable instruments, and contracts 
which specifically exclude an undisclosed principal as a 
party thereto. Despite the parol evidence rule, P is liable 
on a written contract (with the exceptions noted) which 
purports to be the contract of A. P’s liability for A’s false 
representations is the same as where P is disclosed. 

P’s Obligations where A’s Acts Are Unauthorized. 
P (totally undisclosed) is liable for acts of a general or 
managing agent usual or necessary in a transaction which 
he is authorized to conduct. (P employs A to manage a 
cigar stand owned by P, authorizing A to conduct the busi- 
ness in A’s name, but forbidding him to buy cigars on 
credit. A buys cigars from T on credit. On learning of the 
agency T can hold P liable, as A’s act was “within the 
authority usually confided to an agent of that character.”) 
P (totally undisclosed) is not bound by any part of an entire 
contract containing terms beyond A’s actual or ostensible 
authority, or by an act authorized but not done with intent 
to act in behalf of P (since here there is no reliance by T). 

Unauthorized Disposition op Chattels. The mere 
fact that P entrusts a chattel to A’s possession with neither 
indicia of ownership nor authority to deal therewith (as for 
storage, appraisal, exhibition, or repair) does not raise in A 
ostensible authority to sell or otherwise dispose of it. (T is 
not protected if he buys samples from A, a salesman, believ- 
ing them to be A’s property when, in fact, they belong to P.) 
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Nor is T protected if A (a special agent) having authority 
to deal with a chattel in his possession in a particular way, 
deals with it in another way. In a number of states ^ statutes 
protect the innocent purchaser or pledgee (T) from an agent 
or factor (A) who, entrusted by P with possession of docu- 
ments of title or goods with authority to sell or pledge, ex- 
ceeds his authority in contracting with T for their sale or dis- 
position to T. (A, a factor, having in his possession P’s 
goods which he is authorized to sell for P’s account, pledges 
them to T as security for a personal loan. T acted in good 
faith and in the belief that A was the owner of the goods. At 
common law P could recover possession of the goods, but un- 
der Factor’s Acts P must reimburse T for the amount ad- 
vanced to A before P can recover them.) Quite apart from 
such l^slation and on general principles of estoppel, if A is 
entrusted by P -with possession of a document of title or 
chose in action (in such form that possession is commonly 
regarded as indicating a general power of disposition). P’s 
interest may be cut off if A wrongfully transfers such 
document or instrument and it comes into the hands of T, 
a bona fide purchaser. 

Settlement between P and A. P (whether disclosed 
or undisclosed) is discharged from liability to T if P has 
paid or settled with A in the erroneous belief (induced by 
T’s conduct and not by A’s misrepresentation) that A had 
paid or settled vrith T. (P authorizes A to buy goods on 
credit. A buys from T, A not disclosing that he is acting 
for P. After the credit period has expired T [at A’s re- 
quest] gives A a receipted bill for the goods, although T 
has not received payment. A exhibits this bill to P as evi- 
dence that he has made pa 3 rment, and P thereupon pays A. 
T may not recover from P.) 

T May Elect to Hold P or A Liable. Where P is 
totally undisclosed, T’s election is irrevocable: (1) if (after 
disclosure of the agency) he proceeds to Judgment against 
A -with knowledge of the identity of P (a totally undisclosed 
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principal), or (2) if T proceeds to judgment against P (a 
totally undisclosed principal) ; but the statutes of each state 
must be consulted. Thus in New York, T may proceed to 
judgment against both P and A, but may, of course, obtain 
but one satisfaction. 

Where P is disclosed or partially disclosed and A is a 
party to the contract, T's manifestation to A that he will 
look solely to P is irrevocable to the extent that A has 
changed his position in proper reliance thereon. 

Obligations of Third Party (T). Where A contracts 
with T on behalf of P (who is totally undisclosed) P has 
all the remedies that would be open to him if A had dis- 
closed the agency. This may be so notwithstanding a clause 
against assignment. P has such remedies even if the con- 
tract is within the Statute of Frauds, but not where 

1. It is in the form of a sealed or negotiable instrument ; 
or 

2. The terms of the contract exclude liability to P or 
to any undisclosed principal (a contract for personal ser- 
vices, or one which involves* some special skill of A, or 
confidence which T reposes in A). 

Where P authorizes A to conceal his (P"s) existence, T may 
set off against P any claim which (at the time the contract 
was made) T had against A and which T could set ofiF against 
A if A sued on the contract. If P instructs A to contract in 
P’s name, but A, in violation of P’s instructions, deals with T 
in his own name, T may nevertheless possess the right of 
setoff where P entrusted A with the possession of chattels 
or otherwise misled T into extending credit to A. (The P 
bank advances money to A, an importer, to buy silk in 
China, P taking title to it as security. P delivers the silk 
to A under trust receipts to be sold by A for P. A, repre- 
senting himself to be the owner, sells the silk to T for 
$5,000. At the time of the sale A owes T $600 on other 
transactions. P sues T for the price of the silk. T can set 
off against P the $600 claim against A. But if A had 
neither possession of the goods nor indicia of ownership, 
T would not have had this right of setoff, as the circum- 
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stances should then have put T on inquiry as to A's real 
status in the transaction.) T may rescind if he was induced 
to enter the contract by A's misrepresentation that he was 
not acting for P, with whom (as A or P knew) T would 
not have dealt. 

FS LIABILITY FOR TORTS OF SERVANTS 

Independently of cases of actual or ostensible authority, 
A may have| power — arising from the agency relationship — 
to bifid P to T. Thus P is liable to a third person (T) for 
injuries caused by the tortious conduct of P's servant (A) 
within the scope of his emplo3rment or even outside the 
scope of such employment for consequences intended or 
proximately following his directions to A, for negligence 
in the emplo3ment of others, and for failure to perform 
a nondelegable duty. P's vicarious liability in general de- 
pends on his right to control the physical activities of A 
and direct in detail the manner, place, and time at which A 
does his work. 

Independent Contractor. Where P contracts with X 
for a certain result, leaving X free to select the means and 
to determine the manner of performance, X is said to be an 
independent contractor — not a servant. Unlike a servant, 
he does not submit to the directions and control of P as 
to either the manner of performance or his physical move- 
ments. The importance of the distinction lies in the fact 
that P (except for injuries or damage caused by X's failure 
to take precautions against harmful consequences otherwise 
necessarily incidental to the performance of the con- 
tract) is not liable for injuries or damage caused by the 
tortious conduct of X (an independent contractor), be- 
cause P has, in general, no right to exercise control over 
X's physical movements or operations. (X, a general con- 
tractor, agrees to build a house for P according to plans and 
specifications. P is entitled to demand a certain result, but 
not to direct the manner or performance by X. X is an 
independent contractor.) In determining whether X is a 
servant or an independent contractor one must consider: 
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(1) the extent of P's agreed control over details, (2) 
whether or not X is engaged in a distinct occupation, (3) 
whether or not such work is usually done under supervision, 
(4) the skill required, (5) whether P or X supplies the in- 
strumentalities and place of work, (6) the length of time 
for which X is employed, (7) the method of payment (by 
time or by the job), (8) whether or not the work is part 
of P's regular business, and (9) the belief of the parties 
as to the relationship. 

Scope of Emplo 3 rment. P is liable for A's torts com- 
mitted while A was acting ‘‘within the scope of his em- 
ployment"; that is, A must have been attending to the 
business of his employer (P) at an authorized time and 
place — in other words, his conduct must have been of the 
same general nature as that he is employed to perform (or 
incidental thereto), within authorized limits of time and 
space, and appreciably actuated (at least in part) by a pur- 
pose to serve P. P cannot avoid liability by proof that he 
forbade A to do the negligent act complained of. (A, in 
charge of Ps lumber yard, had unloaded and piled up lum- 
ber on the sidewalk in front of T's house. P had given A 
express instructions not to pile lumber on the sidewalk, but 
to take it at once into the yard. T, while walking on the side- 
walk, was injured by falling lumber. P is liable.) Nor is it 
a defense to P that A misunderstood his instructions and 
consequently was not doing the work he was ordered to do: 
it is sufficient (to make P liable) that, within the foregoing 
limits, A was endeavoring to attend to P's business. 

After a deviation from the scope of his employment, A 
does not re-enter it until (with intent to serve P) he is again 
reasonably near the authorized limits of time and space. 

Use of Instrumentalities. P is not liable for harm 
caused to T by S's negligent operation of an instrumentality 
unless at the time of the injury S was acting within the scope 
of his employment. (Some statutes, like the New York 
Motor Veliicle Law, provide that the owner of a motor 
vehicle shall be liable to third persons for damage caused by 
its negligent operation where the owner has given the driver 
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permission to use it. Under such statutes it is immaterial 
whether or not, at the time of the accident, the vehicle was 
being used on P’s business or for some purely private pur- 
pose [business or pleasure] of the driver. P’s liability does 
not rest on any agency relation, but merely on his ownership 
of the vehicle and his consent given to the driver. These 
statutes are interesting illustrations of the principle that pub- 
lic policy may require the imposition of liability without 
fault.) 

Wilful Acts: Use of Force. P is not liable for a de- 
liberate tort (assault, slander, trespass, conversion) com- 
mitted by S and entirely unrelated to S’s duties. However, 
if S is hired to perform acts which usually involve the use 
of force, P is liable to T for harm done by S through use 
of excessive force (“excessive” in the sense of unprivi- 
leged, more than the occasion justified). 

FS LIABILITY FOR TORTS OF AGENTS 
WHO ARE NOT SERVANTS 

P is liable for deceitful representations within A's actual 
or ostensible authority, and for defamatory statements (if 
A liad authority to make true statements in regard to the 
subject matter). P is liable for the fraud of his agent (A) 
on third persons (T) if P put A into a position which en- 
abled A (acting apparently within his authority) to com- 
mit the fraud (even if P was entirely innocent and received 
no benefit and A acted solely for his own purposes). 

P’s Liability for Torts of Ostensible Agent. Where P 
holds out A as his agent to third persons (T), and T, re- 
lying on that relationship, suffers harm because of A’s lack 
of care or skill, P is liable to T. (The P department store 
maintained as its own, a shoe department in charge of A. 
In fact, A owned the shoe department, merely leasing space 
from P. T is injured because of A's negligence in trying 
a pair of shoes. P is liable to T, if T patronized the shoe 
department in the belief that it was part of the P store.) 

While a contract between principal (or master) and third 
party against liability for an employee’s fault may be valid. 
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a provision that a contract is not to be affected by extrinsic 
representations does not prevent rescission by the third party 
of a contract procured by an employee’s deceit. 

NOTICE TO AND KNOWLEDGE OF AGENT 

Notice to A Is Notice to P. Where A is authorized to 
receive notice, or where the notice relates to business which 
A was authorized to transact, a notification given to A is 
ordinarily as effective as if given to P. Similar rules apply 
as to notice given by A. 

Knowledge of A Is Knowledge of P. P’s rights or 
liabilities may be affected by A’s knowledge of facts rel- 
evant to some matter in which A acts for P. (A, having 
general authority to invest P’s funds, makes a loan to T, 
taking as security a mortgage to P on T’s house. A knows 
that T’s house is encumbered by an unrecorded mortgage 
held by X. The lien of P’s mortgage is subordinate to that 
of X.) But P is not affected by A’s knowledge as to : 

1. A’s own unauthorized acts. (A buys for P property owned 
by T. The property is subject to an unrecorded mortgage held 
by X. T a^ees to give A a certain sum if he will not inform P 
as to the mortgage. A withholds the information from P. P’s 
title is not subject to the lien! of X’s mortgage.) Or 

2. Matters involved in a transaction in which A (to the knowl- 
edge of P) is dealing on behalf of X, a party adverse to P. Or 

3. Matters which A is privileged or under a duty (to some 
third person) not to disclose. Or 

4. Matters involved in a transaction in which A was acting 
entirely for his own or for another’s purpose (unless A’s failure 
to act on or communicate such knowledge to P amounts to a 
breach of duty or breach of faith on his own part). 

Is P bound by A’s knowledge as to facts acquired before 
he became P’s agent? Authorities are in conflict on this 
question, but the sounder view would seem to be that P 
is bound if the information (which A acquired in the past) 
is remembered by A and present to his consciousness while 
he acts for P. Similarly it has been held that P is bound 
by the knowledge of A even as to transactions (in ^ con- 
tinuing account) entered into after A has left P’s ejAploy. 

The foregoing rules apply to notice to or by serva^^ts and 
subagents. 
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STATEMENTS OF AGENTS AS EVIDENCE 

A’s statements as to the existence or extent of his au- 
thority are admissible in evidence only if the making of such 
statements is first proved by other evidence to have been 
within the scope of A’s actual or ostensible authority, or if 
such statements are shown to have been ratified. A’s state- 
ments as to P’s business are admissions binding upon P, 
if A was authorized to make statements as to the subject 
matter. But the mere fact that A is authorized to do an 
act does not imply that he is authorized to make statements 
about it. 



Chapter XXIV 


AGENT AND THIRD PARTY 

CONTRACTS AND CONVEYANCES 

Principal Disclosed. If A, acting only for P (who is 
wholly disclosed), makes a contract with T, A (unless other- 
wise agreed) is not liable to T in the event of P*s nonper- 
formance: A guarantees neither P’s capacity nor his sol- 
vency, even though P lives or does business abroad (of 
which T has no notice). If A contracts as copromisor with 
P, A is in effect a surety for P (the principal). A may not 
sue T on a contract made in behalf of P unless A was either 
a promisee (as when P is undisclosed) or a transferee, or 
urdess it is inferable from business customs that T is to pay 
A (as where T purchases from A who is a factor or an 
auctioneer) . 

Principal Partially Disclosed. In the absence of other 
agreement. A, purporting to make a contract with T in be- 
half of P (a partially disclosed principal), is a party there- 
to, and an intention to make P as well a party thereto is 
inferred ; if A was in fact acting solely on his own account, 
he is a party to the contract unless excluded by its terms 
(in which case he is liable for misrepresenting his au- 
thority). 

Principal Undisclosed. If A contracts on behalf of P 
(a totally undisclosed principal), A is a party to such con- 
tract and P also may be liable thereon unless the contract 
was negotiable or under seal. Either P or A may enforce 
the contract against T, but in the event of a dispute be- 
tween P and A as to who should exercise this right, P pre- 
vails. 

Negotiable Instruments. Where A signs a negotiable 
instrument in his own name as agent but does not disclose 
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or write in the name of P (the principal), A is liable for 
the face amount of the instrument. If P’s name appears 
on the instrument and there is ambiguity as to whether A 
(who signed and executed it) is also a party, extrinsic evi- 
dence of an understanding that he was not to be such party 
is g^tniggihlft against a holder with notice but not against a 
holder in due course. 

Extrinsic evidence is inadmissible to show an agreement 
that A should not be a party to an instrument to which he 
has affixed his seal and in which he (A) is named as 
covenantor. 

IMPLIED WARRANTY OP AUTHORITY 

If A purports to make a contract, conveyance, or repre- 
sentation to T on behalf of P, whom he has no power to 
bind therein, A is (in the absence of a contrary manifesta- 
tion) liable to T (either for breach of an implied \rarranty 
of authority or for misrepresenting his authority), provided 
T did not know that A was unauthorized. While this rule 
does not apply merely because P may avoid liability by rea- 
son of partial incapacity (as where P is an infant), it is 
no defense to A that his mistake as to his authority was 
reasonable (as where, without A's knowledge, P is dead 
or has become insane or an alien enemy) or that P con- 
sented (but not in the form required: as where P orally 
authorizes A to sell real estate). 

A may avoid such liability by clearly stating that he 
makes no warranty or representation as to his authority. 

Incompetence of Principal. Where A makes a con- 
tract for P (a disclosed prindpal under contractual dis- 
ability) A is liable to T for P’s failure to perform if (1) 
A knows that T is ignorant of P’s incapacity; or (2) A 
represents to T that P is competent. Thus, A may be per- 
sonally liable if he contracts on behalf of a nonexistent 
corporation. Where, however, A contracts for P (an exist- 
ent corporation) A does not warrant that the contract is 
within the charter powers (intra vires), as the charter is a 
public record open to T’s inspection. A is. unless otherwise 
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agreed, a party to a contract which he purports to make 
with T in behalf of P (whom both know to be nonexistent 
or incompetent). 


AGENTS TORTS 

A is personally liable to T for tortious acts and it is no 
defense to A that he was acting on P's business or in obedi- 
ence to P’s instructions. A is not, however, liable to T for 
pecuniary damage caused by A’s omission to perform his 
duties to P properly unless either (1) A (for the purpose 
of harming T) deliberately fails in his duty to P, or (2) A, 
having (even gratuitously) undertaken (for P) action neces- 
sary for the protection of the person or property of T, 
later negligently fails to act at a time when the need of 
action was so imperative that his withdrawal (as A should 
have realized) exposed T's person or property to unrea- 
sonable risk of harm that would not have occurred had A 
not undertaken the work. (A, a junior accountant in P’s 
employ, assists in the preparation of a financial statement 
for X, one of P’s clients. Because of A’s negligence the 
statement is inaccurate and X sustains pecuniary damage. 
X’s remedy is against P, not A. P, in turn, may sedc re- 
imbursement from A.) 

A must use reasonable precautions (within his authority) 
as to T’s land or chattels (in A’s custody) and as to per- 
sons (in A’s control) likely to cause physical harm to .the 
person or property of others. 

The foregoing rules as to the liability of agents are ap- 
plicable to that of servants and subagents. 

LIABILITY OP THIRD PARTY TO AGENT 

Suits by the agent in his own name in behalf of the princi- 
pal may not be maintained on a contract made in behalf of 
a principal (P) unless the agent (A) was either a promisee 
therein or transferee thereof, or unless (as in the case of 
purchases from factors and auctioneers) it is inferable from 
business customs that T (third party) is to pay A. He can 
so sue on a negotiable instrument only if it is in his posses- 
sion and pa 3 rable or endorsed to him or to bearer so that he 
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is within its tenor, and upon a sealed instrument only if he 
is a covenantee therein. If he is joint promisee with P (prin- 
cipal) the latter must be joined as plaintiff. A may (in his 
own name) hold T liable for tortious interference with the 
possession or right to possession of chattels held by A in be- 
half of P (principal), recovering the same damages (and 
subject to the same defenses) as P, irrespective of A’s lia- 
bility to P. 

In such actions T has the same defenses as if P (princi- 
pal) were plaintiff except as to procedural defenses based 
on P’s personal incapacity or the defense that the form or 
terms of a contract excluded P as a party thereto. He may 
avoid liability upon an unratified contract made by A (with- 
out authority) in behalf of a disclosed or partially disclosed 
principal (P). He may set off claims which he could set off 
against P (but not claims which he has against A unless P 
was totally undisclosed). 



Chapter XXV 


TERMINATION OF AGENCY 

TERMINATION OF ACTUAL AUTHORITY 

By Acts of the Parties. 

1. By the Agreement, Actual authority comes to an 
end at the expiration of the time specified (if any) ; other- 
wise at the end of a reasonable time. Where A is a special 
agent appointed to accomplish a specified result, A's authori- 
ty ends when he has achieved such result. If A has notice 
of the happening of an event or change in conditions (not 
anticipated and provided for) from which he should infer 
that P does not (or if he knew the facts, would not) con- 
sent to the further exercise of authority, then A's authority 
ends. 

Examples: Where there is an unexpected change in 
the value of the subject matter or in business conditions, 
loss or destruction of the subject matter or cessation of the 
principal's interest therein, principal's (or agent's) loss of 
(or failure to acquire) a qualification without which the 
authorized act cannot be done legally, the outbreak of war, 
a change in law, a serious breach of loyalty by the agent to 
the principal, bankruptcy or insolvency of the agent (as to 
transactions wherein the state of his credit would so affect the 
principal's interests that his assent to further exercise of the 
authority should not be inferred), or bankruptcy of prin- 
cipal (or the substantial impairment of his assets) known to 
the agent. 

The agent's authority revives upon the restoration of the 
original conditions within a reasonable time if the agent 
has no notice that the principal’s position has been changed. 

2. By Mutual Consent. P and A may terminate the 
agency at any time. 
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3. By Manifested Dissent: 

(a) Revocation. Unless the agency in the form of a 
power is given as security (or, as it has been phrased, is 
“coupled with an interest” in the subject matter of the 
agency), it is revocable at any time. (P employs A for two 
years. At the end of six months P, without any justification 
whatsoever, discharges A. The agency is ended, but P is 
liable to A in damages occasioned by the wrongful dis- 
charge.) 

(b) Renunciation. A may renounce or abandon his agen- 
cy at any time. As in the case of P’s revocation, A’s re- 
nunciation (though effective to terminate the agency) may, 
if wrongful, subject A to liability in damages for breach of 
contract. 

By Operation of Law. 

1. By Death or Incapacity of P or A. Death or in- 
capacity of P or A terminates the agency (unless it is in 
the form of an agency power). It is immaterial that A had 
no means of knowing that P had died — or that P had 
given A the particular authority in contemplation of death 
and had agreed with A that death was not to end A's au- 
thority. Loss of legal capacity by P or A (as by a judicial 
decree of insanity) terminates or suspends A’s actual au- 
thority (without notice to A and despite an agreement that 
authority should continue in such contingency). 

2. By Destruction of Subject Matter, Etc. The 
agency is terminated by the destruction of a particular sub- 
ject matter with which, or the death or supervening inca- 
pacity of third persons with whom, A was to deal. 

3. By Change of Law, Etc. The agency is terminated 
by change of law or by other conditions preventing or mak- 
ing impossible the accomplishment of the desired result. 

Agency as Security Is Irrevocable. P, being indebted 
to A, may confer authority on A as security for the debt. 
(P owes A $1,000. In consideration of a binding agree- 
ment for extension of time P gives A power of attorney to 
collect rents due from tenants, and authorizes A to apply 
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on the account $1,0CX) from rents so collected. According 
to the Restatement [unless otherwise agreed] sudx power so 
given as security for the benefit of one other than P is not 
terminated by revocation or surrender [except by the bene- 
ficiary thereof] or by the incapacity or death of P or A [un- 
less the duty for which it is security comes to an end at P’s 
death.] ) 

Agency Coupled with an Interest Is Irrevocable. 
Where P is indebted to A and A has a legal or equitable 
interest in, or possession of, the subject matter of the agen- 
cy, P cannot revoke the agency during his lifetime nor does 
it terminate on P*s death. (Such agency “coupled with an 
interest” would have been created if, in the preceding illus- 
tration, P had even without consideration transferred title 
to the rents by a valid assignment as security for P's debt 
to A. A would then have had a legal interest in the subject 
matter of the agency.) As stated, if A has mere possession 
of the subject matter held for the benefit of one other than 
P (as distinguished from a legal or equitable interest there- 
in) his agency may, nevertheless, be “coupled with an in- 
terest.” (P owes A $500. He delivers goods to A, author- 
izing A to sell them for P's account and to deduct from 
the proceeds $500. A's agency is “coupled with an inter- 
est.”) And if A (although having neither title to nor pos- 
session of specific property constituting the subject matter 
of the agency) has properly incurred a personal liability to 
T at P's request and on P’s behalf. P's death will not de- 
prive A of the right to act for his own protection. (P or- 
ders A, a broker, to sell certain stocks short. A executes 
the order. P dies. A can keep the transaction in statu quo 
by borrowing stocks from time to time until a representa- 
tive of P's estate is appointed.) 

The mere fact that A is interested in the exercise of a 
power (held for the benefit of P) only because it entitles 
him to compensation therefor does not mean that the power 
is given as security or is “coupled with an interest.” (If A 
is to sell specific goods for P on salary or commission, and 
with power to retain such commission out of the avails, the 
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power thus given to A is not given as security nor is it 
“coupled with an interest.”) 

TERMINATION OF APPARENT AUTHORITY 

A’s apparent authority as to T comes to an end when T 
has notice (or should know) of the termination of A’s 
actual authority or of P’s manifestation that he no longer 
consents to the exercise thereof or where T knows of such 
change of conditions that T believes P would not consent. 

However, where A’s actual authority is terminated by the 
happening of an event which destroys P’s capacity to give 
the power or otherwise makes the authorized transaction 
impossible, T, who (in ignorance thereof) continues to deal 
with A, is not, by the great weight of authority, protected. 
(A was authorized to collect bills for P. After P’s death, 
A collects from T a sum owed to P. A misappropriates 
the money. P’s administrator or executor can compel T to 
pay again, notwithstanding the fact that T paid A in good 
faith and without notice of P’s death.) Similarly T is not 
protected where he deals with A after P or A has been 
judicially declared insane, or after P or A has been ad- 
judicated bankrupt (provided such bankruptcy renders im- 
possible of accomplishment the object of the agency). The 
rule may be unjust, but in actual practice T is no doubt 
made aware of the facts in many cases by trade-paper notice 
or newspaper items. 

When Apparent Authority Continues. On the prin- 
ciple of estoppel, where 

1. A is a general agent (authorized to conduct a series 
of tranactions involving continuity of service), or 

2- A is specially accredited agent, or 

3. A has (with P’s knowledge) properly begun to deal 
with T, 

T, not having notice of the termination of A’s authority, is 
protected if he continues to deal with A, although A’s actual 
authority has been terminated by some cause other than 
incapacity or impossibility. Similarly, T can enforce P’s 
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liability on the ground of estoppel where P has entrusted to 
A a power of attorney or other written evidence of authori- 
ty intended to be shown to third persons, and A, after his 
actual authority has been revoked by P, exhibits the writing 
to T, who deals with A in reliance thereon and without 
notice of A’s lack of authority. 

NOTICE OF TERMINATION OF ACTUAL 
AND APPARENT AUTHORITY 

A’s apparent authority as to T is terminated by notifica- 
tion given by P to T. If T (having dealt with A as agent 
on former occasions) leams indirectly that A’s actual au- 
thority has been terminated, he cannot safely continue to 
deal with A as an agent. In such circumstances T is not 
protected by the fact that he received no notification from 
P of the termination of A*s authority. The reason is clear: 
A's authority is not actual. Apparent authority rests on 
estoppel. We must find the element of justifiable reliance 
on continued authority. T's reliance on A's continued au- 
thority is not justifiable if he has learned (from whatever 
source) of its termination. Such information is sufficient 
to put T on inquiry. 

When Personal Notice Is Required. A notification by 
P to T is eflEective to terminate A’s apparent authority 
when : 

1. P states the fact to T, or 

2. P has delivered to T in person or at his home or 
place of business or other proper place a writing stating 
such fact. Such personal notice must be given to T if : 

(a) T has extended credit to, or received credit from, P 
through A in reliance on P*s representation of A’s con- 
tinuing authority, 

(b) A has been specially accredited to T, or 

(c) T has begun to deal with A (as P has reason to 
know) or 
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(d) T (as P should know) relies on possession by A of 
indicia of authority entrusted to A by P. 

Public Notice. Where personal notice is not thus re- 
quired, notice of termination by P is sufficient if advertised 
in a newspaper of general circulation where the agency is 
regularly carried on or given other reasonable publicity. The 
same general rules apply to terminating the actual or appar- 
ent authority of a subagent. 



Part V: Negotiable Instruments 


Chapter XXVI 

COMMERCIAL IMPORTANCE OF 
NEGOTIABILITY 

HOLDER IN DUE COURSE 

An assignee stands in the shoes of his assignor. (A sells 
and delivers goods to D. D notifies A that the goods are 
not what he ordered and refuses to pay for them. The 
goods, in fact, are not as ordered. If A sues- D for the 
price, D can successfully defend [breach of contract by A]. 
If A assigns the account to P and P sues, D can interpose 
the same defense against P. Moreover, the defense, if 
proved, would be good notwithstanding the fact that when 
P bought D’s account he did not know of any dispute 
between A and D.) 

On the other hand, one who buys or discounts a nego- 
tiable instrument may have greater protection and be in a 
more advantageous position than a mere assignee. Assume 
that, in the preceding example, D had given A his promis- 
sory note for the price of the goods and that D had refused 
to pay the note, claiming that the goods were not in con- 
formity with the contract. If A sues D on the note, D's 
defense is good. But D's defense will be cut off if A 
negotiates the note to P (complete and regular on its face) 
for value and before maturity, P acquiring it in good faith 
and without notice of any infirmity therein or defect in 
A’s title. Then, if P sues D, D’s defense will be of no 
avail. P, in this illustration, is said to have acquired the 
note as a holder in due course. Roughly, the expression 
means one who takes commercial paper (negotiable instru- 
ments) in the ordinary course of business. The holder in 
due course is in a more favorable position than the mere 
assignee of a nonnegotiable money claim because: 
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!• He takes the instrument free of most defenses avail- 
able to prior parties among themselves, and 

2. He may retain and enforce the instrument even though 
it had been lost or stolen from its original owner (in this 
respect bearer paper is like currency ; one who takes it from 
a thief or finder may be protected). 

To summarize: the rule that one can pass no better title 
to personal property than he himself has does not apply 
to commercial paper, and negotiation to a holder in due 
course cuts off certain defenses, thereby differing from 
assignment which subjects the assignee to all defenses avail- 
able to the debtor against the assignor. From the stand- 
point of one who buys, discounts, or lends money on the 
security of negotiable instruments, this special protection 
and advantage is of primary importance. If, at the outset, 
one clearly understands the favored position of the holder 
in due course, the essential purpose which informs the law 
of Bills and Notes becomes manifest: to define with great 
exactitude a form or forms of written instruments which 
shall be well adapted for use in credit or security transac- 
tions and investments, such as : 

1. Loans. The borrower usually gives his promissory note 
secured by mortgage or by the deposit of stock, bonds, or other 
collateral. 

2. Sales on Credit Notes and acceptances are obligations to 
pay for services or goods sold on credit; hence they are called 
credit instruments. 

3. Investments. Banks and finance companies purchase notes 
and acceptances. Thus, trade-acceptances are favored by banks as 
credit instruments because of their self-liquidating character. The 
Federal Reserve Act makes eligible for rediscount by reserve 
banks, notes, drafts, and bills held by a member bank, having a 
maturity at the time of rediscount of not more than 90 days, 
“arising out of actual commercial transactions; that is , . . 
issued or drawn for agricultural, industrial, or commercial pur- 
poses, or the proceeds of which have been or are to Be used for 
such purposes.” 


IMPORTANCE OF FORM 

Whether or not an instrument is negotiable depends en- 
tirely on its form. The formal requirements are defined 
with great precision; hence it is possible (in most cases) 
to tell at a glance whether or not an instrument is nego- 
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tiable, and accordingly to gauge the risks involved in dis- 
counting or taking it as security. 

HISTORY 

In England the law of Bills and Notes developed as a 
branch of the law merchant, which was administered by 
the special mercantile courts and those of the great fairs. 
Later the king’s courts b^n to take mercantile cases and 
applied the law merchant in commercial cases admitting 
evidence of mercantile uss^e if the party pleading such 
usage hrst proved himself to be a merchant. Thus was made 
possible that fusion of the two legal systems (the law mer- 
chant and the common law) brought about almost single- 
handed by Lord Mansfield over a period of no more than 
thirty years. In England the law of negotiable instruments 
was codified the Bills of Exchange Act (1882). In the 
United States there was much confusion and lack of uni- 
formity in the decisions, and in 1895 the National Confer- 
ence of Commissioners on Uniform State Laws was ap- 
pointed to revise and codify the law merchant. The Con- 
ference drafted the Uniform Negotiable Instruments Law 
(completed in 1896), which has since been adopted (with 
modifications) by every state. 
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KINDS OF NEGOTIABLE INSTRUMENTS 


All kinds of negotiable instruments are either promises or 
orders to pay money. 

PROMISSORY NOTES 

Promises to Pay Money. 

Form No. 1. (Time Note). 
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Form (1) or (2) can be made into a judgment note by 
adding the following: 

and hereby authorize any attorney at law to appear in any court 
of record in the United States, after the above obligation becomes 
due and waive the issuing and service of process and confess a 
judgment against me in favor of the holder hereof, for the amount 
then appearing due, together with costs of suit, and thereupon to 
release all errors and waive all right of appeal. 

JOHN c. JONES (Seal), 

This clause enables the holder to obtain judgment without 
the delay usually incident to a law suit, as it eliminates the 
necessity for trial. Judgment notes are, however, in use 
in but a few states. Although a provision for the entry of 
judgment after maturity does not affect negotiability, most 
states have by statute established a certain procedure which 
must be followed in order to obtain a judgment by con- 
fession, so that little is to be gained (in such states) by 
the use of the judgment note form. (Collateral, retention 
title, and mortgage notes are discussed under Formal Re- 
quirements, Ch. XXVIII.) 

Form No. 3 (Certificate of Deposit). 


The First National bank 


O F 


Z 

o 

O 

NEW YORK. N.Y. August 4. 

U 

1- 

Frank Brown 

DEPOSITED IN THIS BANK 

< 

0 

ui 

0 

Five Hundred and 60/100 - - • 


iZ 

OL 

bl 

DAVABI B *T*n VUP ODnPQ op 


h 
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iw lot wri ■ 





..CASHIER 


Certificates of deposit are issued to be used as money 
(especially for the transmission of funds to make pay- 
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merits), the bank having the use of the money, the holder 
getting no interest. Do not confuse this certificate of deposit 
with the deposit slip issued by the bank when checks or cash 
are deposited in a checking account. A deposit slip is a mere 
receipt. The certificate shown above satisfies the require- 
ments for a negotiable instrument. However, not every cer- 
tificate of deposit is negotiable in form. 

BONDS 

Bonds are written promises under seal to pay money, 
(a) Debenture bonds are, in general, the weakest form of 
corporate bonds, as they are unsecured, (b) Mortgage 
bonds are secured by a lien on real property (bridge, dock, 
divisional, and terminal bonds), (c) Collateral trust bonds 
are secured by the pledge of securities (other than those of 
the obligor). The obligor delivers such securities to a 
trustee who holds them for the benefit of the bondholders, 
(d) Equipment obligations or equipment trust certificates 
are secured by a lien on railroad equipment (rolling stock). 
The bonds described in (b), (c), and (d) generally refer 
to the security contract and embody some of its terms. 
Whether such reference and inclusion affect the negotia- 
bility of the bonds will be considered in the following 
chapter, (e) Bearer bonds are made payable to bearer, and 
are negotiable, (f) Registered bonds. The owner of a 
bearer bond takes the risk of loss or theft. Such risk may 
be eliminated by having the bond registered. The name of 
the owner then appears on the face of the bond, and he is 
registered as owner in the books of the corporation. A 
registered bond is nonnegotiable and transferable only by 
entries on the corporate records showing the name of the 
transferee, (g) Coupon bonds are promissory notes (usually 
payable to bearer) attached to bonds. Coupon bonds are in 
amounts equal to the interest due at stated intervals on the 
principal sum named in the bond. Registered coupon bonds 
are registered as to principal only, the interest coupons being 
negotiable. 
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BILLS OF EXCHANGE (DRAFTS) 
Orders to Pay Money. 

Form No. 4 (Bill of Exchange). 


NEW York. M. Y 

August 24, 19 42 

At thirty days sisht 

PAY TO THE ORDER OF 

John Smith 

S 500.00 

Five Hundred and - 

ao 

FOR value received AND CHARGE TO ACCOUNT OF 


To George Jones | — 

l^J6A*3V^l 

Chicago. 111. 1 


Note that there are three parties named on this paper: (1) 
the drawer, Frank Brown, (2) the drawee, George Jones, 
(3) the payee, John Smith. Drafts are sometimes called 
three-name paper. A check is a demand bill of exchange 
drawn on a bank. If drawn by one bank on another bank, 
a check is called a iank draft Ordinarily a bank draft is a 
more acceptable medium of payment than the check of a 
private individual, because of the bank's superior credit and 
resources. A check drawn by a bank on itself and signed 

its cashier is a cashier^s check. 

Form No. 5 (Trade Acceptance). 
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This trade acceptance is a special form of bill of exchange. 
It is drawn by the seller on the buyer for the price of 
goods sold. Note that it is payable to the seller’s order. 
When accepted by the buyer, it is an acknowledgment of 
the buyer’s obligation arising out of the “purchase of goods 
by the acceptor from the drawer.” Trade acceptances are 
favored by banks as credit instruments because of their 
self-liquidating character. 

A draft for the price of goods drawn on and accepted 
by a bank (in accordance with a previous arrangement be- 
tween the bank and the buyer) is called a banker^s accep- 
tance. A banker’s acceptance would in general be more 
desirable as a credit instrument than a trade acceptance for 
the same reasons that a bank draft has stronger credit than 
the check of a private individual. When the bank accepts, 
it customarily requires the buyer either to create in the 
bank some security interest in the goods purchased or to 
keep on deposit an amount sufficient to meet the acceptance 
at its maturity date. Thus, the bank lends its credit to the 
buyer, and the seller obtains a negotiable instrument which 
he should be able to discount on comparatively favorable 
terms. The regulations of the Board of Governors of the 
Federal Reserve System (Sec. 6, Regulation A) prescribe 
the conditions under which such paper is eligible for dis- 
count by a Federal Reserve Bank for any of its member 
banks. 


QUASI-NEGOTIABLE INSTRUMENTS 

Technically, a negotiable instrument comprises an un- 
conditional order or promise to pay money and creates an 
obligation in personam. This technical definition excludes 
many credit instruments and documents creating rights in 
rem which enjoy, in various degrees, some of the attributes 
of negotiability (security receipts, equipment trust certifi- 
cates, corporate bonds embodying provisions of trust deeds, 
municipal warrants, trading stamps, stock certificates, ware- 
house receipts, and bills of lading). It must be emphasized, 
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however, that if an instrument calls for an act other than 
the payment of money, it is not (within the meaning of 
the Uniform Negotiable Instruments Law) a negotiable in- 
strument, and, accordingly, the provisions of the Uniform 
Law are not applicable to it 



Chapter XXVIII 


FORMAL REQUIREMENTS OF NEGOTIABILITY 

The Uniform Negotiable Instruments Law provides that : 
“An instrument to be negotiable must conform to the fol- 
lowing requirements : 

1. It must be in writing and signed by the maker or 
drawer ; 

2. Must contain an unconditional promise or order to 
pay a sum certain in money; 

3. Must be payable on demand, or at a fixed or deter- 
minable future time ; 

4. Must be payable to order or to bearer ; and 

5. Where the instrument is addressed to a drawee, he 
must be named or otherwise indicated therein with a rea- 
sonable certainty.” 

We shall discuss each of these requirements in some 
detail. 

“IN WRITING AND SIGNED'* 

The signature of the maker or drawer may be any mark 
(X or a rubber stamp or printed signature effectively 
adopted) manifesting an intent to execute the instrument 
and to obligate the signer for its payment. It may be in 
the body of the instrument rather than at the end. 

“UNCONDITIONAL PROMISE OR ORDER TO PAY 
A SUM CERTAIN IN MONEY” 

A promissory note should contaia the word “promise” or 
equivalent promissory terms (including “payable” or “to 
be paid”) on the face of the instrument. A bare acknowl- 
edgment of indebtedness (an I.O.U. or “due John Smith 
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$50.00”) is not a negotiable instrument. But if words of 
negotiability are added (”due A or bearer” or “due A or 
order”) most courts hold the instrument negotiable, al- 
though it contains no express promissory words. A draft 
or bill of exchange must contain an order — that is, an un- 
conditional direction by one party to another to pay — as 
distinguished from a mere request or even a written authori- 
zation to a debtor to pay some person other than the creditor 
(“Please to let the bearer have seven pounds and place to 
my account, and you will oblige,” held not a bill of ex- 
change ; but the inclusion of the usual terms of civility does 
not necessarily imply that a favor is asked) . 

Unconditional Promise or Order. An instrument pay- 
able upon a contingency is not negotiable and the happen- 
ing of the event does not cure the defect (a promise to pay 
to the order of A on his 21st birthday). Reference (in an 
instrument) to an extrinsic paper does not impair nego- 
tiability unless it qualifies the order oi' promise to pay, mak- 
ing it conditional, in the sense of requiring examination of 
the extrinsic paper in order to determine rights and obliga- 
tions under the instrument (a note which recites that it is 
given “in accordance with” a certain contract may be nego- 
tiable, but if the words “subject to the terms of” were 
substituted for “in accordance with” negotiability would be 
destroyed). 

1. Reference in Bond to Trust Mortgage. The negotiability 
of a bond or note is not necessarily destroyed by a mere reference 
to a mortgage or security contract (bonds "all equally secured by 
and entitled to the benefits and subject to dl the provisions** of a 
trust mortgage , . . "to which reference is hereby made for a 
description of the property mortgaged and pledged, the nature and 
extent of the security, the rights of the holders of the^ bonds with 
respect thereto, the manner in which notice may be ^ven to such 
holders, and the terms and conditions upon which said bonds are 
issued and secured,” hdd negotiable notwithstanding the italicized 
phrase). But if the reference in the bond or note subjects it to 
some condition or contingency described in the mortgage, the bond 
or note is not negotiable. The principle is clear but its application 
has given rise to much uncertainty. 

2. Retention Title Notes. Where goods are sold under a con- 
tract of conditional sale, the promissory note given by the buyer 
for the price may contain a (title retention) clause, providing that 
tifie to the goods sold is reserved in the payee or a subsequent 
holder of the note until it is paid, and conferring upon the payee 
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or holder the right to repossess the goods upon the maker's de- 
fault. Since the (security) title reserved by the seller passes auto- 
matically to the buyer on payment of the final instalment, most 
courts hold that the provision for retention of title does not make 
the promise to pay conditional. But a provision that the buyer is 
to obtain neither title nor indefeasible possession until he makes 
the final payment has been held to destroy negotiability, making 
the promise to pay conditional on the transfer of possession. 

3. Trade Acceptances. A statement of the transaction which 
gives rise to the instrument does not affect its negotiability. “The 
transaction which gives rise to this instrument is the purchase of 
goods by the acceptor from the the drawer," Form No. 5, p. 171. 
Slight variations from or additions to this form may destroy ne- 
gotiability (“per invoice of” or “as per contract”). Decisions are 
in conflict as to the effect of clauses granting- a discount if the 
acceptance is paid before maturity. Courts have differed as to 
whether negotiability of the trade acceptance is destroyed by the 
clause: “maturity being in conformity with the original terms of 
purchase.” Such deviations from, or additions to, standardized ne- 
gotiable forms should be carefully avoided. 

An instrument, otherwise negotiable, is not made non- 
negotiable by the inclusion of a direction to debit a particu- 
lar account or the indication of a particular fund out of 
which reimbursement is to be made; but an order or 
promise to pay out of a particular fund only is not uncon- 
ditional (promise to pay a certain amount “out of my 
profits on 3 East 40th Street job”)- To be negotiable, the 
instrument must carry the general personal credit of maker 
or drawer. 

To Pay a Sum Certain. The promise or order must 
call for the payment of a sum certain. (The sum is not ren- 
dered uncertain by a clause in a note whereby the maker 
empowered the payee to “appropriate on the note, whether 
or not due, at any time, at its option, without notice or 
legal proceedings” any money the maker might have in the 
payee bank on deposit or otherwise [presumably indorsing 
such appropriation on the note]. But the instrument would 
be nonnegotiable if the amount payable depended on what 
might be realized from collateral and was therefore uncer- 
tain, or if the note recited that the maker had a right to 
have the transaction re-examined in order to ascertain the 
amount rightly due and payable thereunder.) 

1. Interest Where the instrument provides for the payment 
of interest without specifying the date from which interest is to 
run, the interest runs from the date of the instrument (if the 
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instrumept is undated, from the issue thereof). Most court?J^]^ 
that negotiability is not impaired by a provision that the 
ment is to bear* interest after maturity (or from its date) ^ 
paid when due, or at a higher rate if not paid, or at a 
if paid, or is to bear interest on interest. 

2. Instalment Note. The sum may be certain al^ougb 

by stated instalments; or by staled instalments, with a P*" ^^the 
that, upon default in payment of any instalment or of inter^^ . 
whole shall become due {acceleration douse). An 
clause does not make an instrument payable upon a conti**®® ^ 
(and so nonnegotiable) since the time of payment must ^ 
come. 

3. Exchange. Merchants having occasion to use their 
their place of business sometimes make the currency at tb^l^ 

the standard of payments made to them by their customc^'® -* 1 ,^ 
different point. Thus a bill of exchange payable in Seattl® 
exchange on New York requires precisely the same sum of 
to pay it as would be required had it been payable in Hevi^ 

The exchange is the cost of drawing a bill and transmittii*^^^ 
money to New York (the expense of providing funds iii ^ ^ 
York) to meet it. Accordingly, a provision for paj’-men^ ^ 
sum cerUin plus exchange, whether at a fixed rate or at a current 
rate, does not impair negotiability. 

4. Costs of Collection or Attorney's Fee. Negotiability 

impaired by a provision that in case payment shall not b® 
at maturity, there shall be added to the amount due on th® 
costs of collection or an attorney's fee. Recovery for ® 

fees is limited to a reasonable amount not exceeding the stipu- 
lated sum. 

In Money. The promise or order must call fof 
payment of money, but it may designate “a particulaf 
of current money in which payment is to be made.” 

'‘current money,” and "current funds” are 
phrases. There are three possible meanings : 

1. Legal tender, or 

2. Media lawfully and actually circulating at par 
legal tender at the time and place of payment 

or 

3. Media lawfully and actually circulating at or 
par as compared with legal tender at the time and 
of payment. 

The weight of authority excludes the third meaning 
accordingly holds that an instrument payable in 
money” or "current funds” is negotiable. It is not 
whether "money” includes money which is foreign ^ 
place of payment, but there is authority to the eflEect 
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an instrument payable in foreign money (of a recognized 
nation engaged in international trade) may be negotiable 
since its value is determinable by the rate of exchange, 
and is, therefore, certain as to amount. 

Acts in Addition to Payment of Money. An instru- 
ment which contains an order or promise to do any act in 
addition to the payment of money is not negotiable (promise 
to pay a certain sum of money and a specified quantity of 
wheat). A recital (subsidiary or auxiliary to payment) that 
the obligor will deliver on demand additional security to 
the satisfaction of a holder deeming himself insecure be- 
cause of his opinion that collateral has depreciated, does 
not impair negotiability. Such provision merely aids the 
holder to secure payment, protects him from risks of insol- 
vency, steadies the value of the instrument, and makes it 
circulate more readily. But a provision accelerating the due 
date if the holder deems himself insecure would make the 
instrument nonnegotiable, since the time of payment de- 
pends absolutely on the will and election of the holder (that 
is to say, on the future volition of someone other than the 
obligor) . 

Additional Provisions Not Affecting Negotiability. 
The negotiable character of an^ instrument otherwise nego- 
tiable is not aflFected by a provision which : 

1. Authorizes the sale of collateral securities in case the in- 
strument is not paid at maturity. Or 

2. Authorizes a confession of judgment if the instrument is 
not paid at maturity. (The instrument is negotiable if the power 
to confess judgment means “any time after maturity,” but not 
if it means “at any time after issue” [and so, possibly, before 
maturity]). Or 

3. Waives the benefit of any law intended for the advantage 
or protection of the obligor. However, such waiver is^ ineffective 
on the ground of public policy as applied (a) to the discharge in 
bankruptcy of the maker of a note reciting a waiver “of all bene- 
fits that any laws give for the advantage or protection of the 
debtor,” and (b) to the benefit of homestead or exemption laws 
(in most states). Or 

4. Gives the holder an election to require something to be done 
in lieu of payment of money. Convertible bonds and notes may 
Ibus be negotiable, since the option is that of the holder and not 
of the obligor. (If the obligor has the right to discharge his duty 
by the pasnnent of something other than money, the instrument 
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IS not negotiable, as where D acknowledged receipt of bonds and 
and promised to deliver those [or like] bonds, or a sum of money 
equal to their value, to the order of A.) 

The validity and negotiable character of an instrument are 
not affected by the fact that it is not dated, or does not 
specify the value given or that any value has been given 
therefor, or does not specify the place where it is drawn 
or the place where it is payable, or bears a seal. 

"MUST BE PAYABLE ON DEMAND, OR AT A FIXED 
OR DETERMINABLE FUTURE TIME” 

Demand Paper. An instrument is payable on demand : 

1. Where it is expressed to be payable on demand, at 
sight, or on presentation (the words “on demand” are usu- 
ally in promissory notes : the words “at sight,” in a bill of 
exchange, hence the term “sight draft”) ; 

2. In which no time for payment is expressed (a dieck) ; 

3. With respect to a person who issues, accepts, or in- 
dorses it when it is overdue. (D on May IS, 1940, indorses 
a promissory note made January 15, 1940, and falling due on 
April 15, 1940. As to D the note is a demand instrument. 
In order to hold D liable as indorser the note must, within 
a reasonable time after D’s indorsement, be presented to 
the maker for payment; and if payment is refused, D must 
be given due notice of dishonor.) 

Time Paper. An instrument payable on some speci- 
fied future date is payable at a fixed time (a promissory 
note dated March 1, 1938, payable June 1, 1938). The 
following instruments are payable at a “determinable fu- 
ture time” within the meaning of the Act : 

1. Those payable at a fixed period after date or sight 
(a promissory note payable 60 days after date, a biU of 
exchange payable at 60 days' sight) ; 

2. Those payable on or before a fixed or determinable 
future time specified therein (a promissory note pa 3 rable on 
or before 60 days after date) ; 

3. Those payable on (or at a fixed period after) the 
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occurrence of a specified event which is certain to happen, 
though the time of happening be uncertain. A promissory 
note payable on, or at a fixed period after the death of a 
third party is generally held negotiable, on the ground that 
death is not a contingency but an event certain to happen. 
But by the same reasoning a note payable “on my 25th 
birthday’’ is not negotiable: it is not certain that the maker 
will attain the age of 25. It is not essential that the hap- 
pening of the event precipitating the maturity depend upon 
the future volition, or be wholly under the control, of the 
obligor; it may be beyond his control, as well as that of 
the holder. It has been held, however, that negotiability is 
destroyed where acceleration is entirely under the control, 
or dependent on the whim or caprice, of the holder so that 
the time of payment is absolutely uncertain. 

4. Those payable by stated instalments, with a provision 
that upon default in payment of any instalment or of inter- 
est, the whole shall become due. An acceleration clause of 
this type does not affect negotiability. Of uncertain effect 
on negotiability are the following: 

(a) Provisions for automatic acceleration on breach of some 
collateral agreement made by the maker (to pay taxes on and 
insure specified property; not to remove property from a speci- 
fied location; not to encumber specified property; to furnish ad- 
ditional collateral at the request of the holder). Many courts 
uphold the negotiability of such paper on the realistic ground 
that the accelerating provisions make it more salable and enhance 
its value as a base for the extension of credit. Other courts object 
that such paper is not only uncertain as to time of payment but 
requires the performance of acts other than the payment of money. 

(b) Provisions for automatic acceleration on the maker’s in- 
solvency, or on attachment of property securing the note. Some 
few states have upheld the negotiability of such paper. 

(c) A provision giving the holder an option to declare the 
entire amount due and payable whenever he deems himself in- 
secure. Such paper is generally held not to be negotiable on the 
ground that the power of maturing the instrument rests entirely 
in the hands of the holder, who may exercise it arbitrarily and 
irrespective of any act or omission of the maker. Such provision, 
however, would not affect the negotiability of a demand instru- 
ment, which, in any event, is due on issuance. 

(d) A provision giving the maker an option to pay all or part 
of the principal at any time before maturity is generally held not 
to impair negotiability. 

5. By the majority rule negotiability is not impaired 
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k Stipulation in a time note to the effect that makers, in- 
dorsers, and guarantors agree that the time when the holder 
has the absolute right to demand payment may (with the 
concurrence of the makers and without further notice) be 
extended to a new fixed date at or after the stated maturity 
or with operative effect therefrom. In most jurisdictions 
a provision for the acceleration of maturity (at the option 
of the holder) of a whole series of notes upon default as 
to any one does not impair negotiability. 

“MUST BE PAYABLE TO ORDER 
OR TO BEARER*' 

The words ‘'to the order of,** "or bearer,** "and bearer** 
are standardized words of negotiability, and their use obvi- 
ates any question as to the equivalence of other expressions. 

Order Paper. Order paper is defined in the Act as an 
instrument payable to the order of a specified person or to 
him or his order, as where it is payable to the order of: 
(1) a payee who is not maker, drawer, or drawee; or (2) 
the drawer or maker; or (3) the drawee; or (4) two or 
more payees jointly; or (5) one or some of several payees; 
or (6) the holder of an office for the time being. Where 
a note is drawn to the maker's own order it is not com- 
plete until indorsed by him. The certainty requisite for 
negotiability is satisfied (in most jurisdictions) by an in- 
strument payable to the order of : “the estate of A,** “the 
executor of the will*’ (or "the administrators of the es- 
tate’*) of A, the holder of a designated office, the "heirs 
of A** (a living person), A "or his assigns,** or a business 
name assumed and adopted by the person in interest. 

Bearer Paper. The instrument is payable to bearer: 

1. When it is expressed to be so payable; or 

2. When it is payable to a person named therein or 
bearer; or 

3. When it is payable to the order of a fictitious or 
nonexisting person, and such fact was known to the person 
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making it so payable (this provision is discussed under 
Impersonation, page 227 infra) ; or 

4. When the name of the payee does not purport to 
be the name of any person (check payable “to the order of 
cash,” or to “bills payable or order”) . Here the drawer pre- 
sumably intends that the instrument shall be negotiable by 
mere delivery, as if he had made it payable “to bearer,” 
indorsement by the payee being impossible. 

5. When the only or last indorsement is an indorse- 
ment in blank. An instrument pa 3 rable to the order of A 
and by A indorsed in blank and delivered to B is (in the 
hands of B) bearer paper. B can negotiate the instru- 
ment to C by mere delivery without indorsement. If, how- 
ever, the instrument were payable to bearer on its face, it 
would remain bearer paper even if A indorsed: “Pay to 
the order of B” (special indorsement) and delivered it to 
B. B could negotiate the instrument (bearing A’s special 
indorsement) to C by mere delivery without indorsement — 
though A would not be liable to C, as the latter could not 
make title through A’s indorsement. 



Chapter XXIX 


NEGOTIATION AND ASSIGNMENT 

NEGOTIATION AND ASSIGNMENT 

A negotiable instrument may be either negotiated or trans- 
ferred. A check payable to the order of A can be trans- 
ferred (by assignment) to B without the indorsement of 
A, but such transfer is not a negotiation; and B, although 
he has physical possession of the instrument, is not a 
“holder” in the technical sense of the Act (holder being 
defined as: payee or indorsee of a bill or note, who is in 
possession of it, or the bearer thereof). B is a mere as- 
signee subject to defenses, if any, which the drawer might 
have asserted against A. (True, B has the right to compel 
A to indorse, but then the negotiation takes effect as of 
the date on which A actually indorses, not the date on 
which B first acquired the instrument.) A transferee can- 
not be a holder unless the instrument has been negotiated 
(not merely assigned) to him, and it is obvious that one 
cannot be a holder in due course unless he is a holder. 

Indorsement. Order paper is negotiated by the in- 
dorsement of the holder completed by delivery. Bearer 
paper can be negotiated by mere delivery without indorse- 
ment. An indorsement must be made on the instrument. 
If, however, there is no space on the instrument, the in- 
dorsement may be made on a separate piece of paper 
(called an allonge') attached to the instrument. Indorse- 
ment must be of the entire instrument or of the unpaid bal- 
ance. (A attempts to indorse to B $50 out of a $100 
promissory note. There has been no negotiation to B. B 
can enforce his rights as equitable assignee, not as a 
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holder.) Where an instrument is payable to the order of 
two or more payees or indorsees who are not partners, all 
must indorse, unless the one indorsing has authority to in- 
dorse for the others. 


An indorsement may be blank: 


( 1 ) 






(The holder may convert a blank indorsement into a special in- 
dorsement by writing in over the indorser’s signature a direction 
to pay the holder.) 


An indorsement may be special: 


( 2 ) 


Xjar 


orrviu^ 








KAuorrsj 


(The omission of the words "order of” in an indorsement does not 
affect the negotiability of an instrument which is negotiable on its 
face.) 


There are four kinds of indorsement: General, Qualified, 
Restrictive, and Conditional. Any one of these four kinds 
may be either blank or special. 


KINDS OF INDORSEMENT 

General Indorsement. Example (1) above illustrates 
a general blajik indorsement, and (2) is a general special 
indorsement. The general indorser (whether blank or spe- 
cial) undertakes that (if the requirements of diligence are 
met) the instrument will be paid; the nature of his lia- 
bility will be considered in detail in a later chapter. The 
following have been held by most courts to be general in- 
dorsements : 

1. "I hereby assign all my right, title, and interest in 
and to the within instrument.” 

2. “I hereby guarantee the within instrument” (al- 
though there is disagreement as to whether one by such 
writing incurs the liability of an indorser or that of a 
guarantor, and as to whether such contract is negotiable or 
merely assignable). 
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Qualified Indorsement. A qualified indorsement is 


(3) -VojOCcnJ^ 


used where the indorser wishes merely to assign the in- 
strument without guaranteeing payment. (Black in the pre- 
ceding indorsement [3] may be a dealer who has received 
the instrument from a customer. He may wish to discount 
it without becoming personally liable in the event his cus- 
tomer fails to pay.) The qualified indorsement (‘Svithout 
recourse”) is also appropriately used wherever a person 
serves as a mere conduit for the passage of funds (trustees, 
attorneys, executors, administrators, guardians indorsing 
paper [payable to them in their fiduciary capacity] to those 
entitled to the proceeds). A qualified indorsement does not 
impair negotiability nor does it operate to put a person on 
inquiry. One holding under a qualified indorsement (“with- 
out recourse” or “at the risk and cost of” the indorsee) 
may be a holder in due course. 

Restrictive Indorsement. An indorsement is restric- 
tive which (1) prohibits the further negotiation of the in- 
strument (Pay D only), or (2) expresses that it is a mere 
authority to deal with the instrument as thereby directed 
and not a transfer of the ownership thereof (Pay D or 
order for collection), or (3) vests the title in the indorsee 
in trust for or to the use of some other person (Pay D for 
the account of X). A general or a qualified indorsement 
passes to the indorsee the legal title to the instrument and the 
right to retain the proceeds. A restrictive indorsement 


nj9<m\3 

(in the form most commonly used) expressly gives the indor'- 
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see the right to receive payment and a number of courts have 
held that an indorsement for collection transfers legal title. 
The restrictive indorsement (4) makes the collecting bank 
Frank Brown’s agent for the purpose of effecting collection, 
and puts all persons who may subsequently deal with the in- 
strument on notice that it is the property of Frank Brown al- 
though no longer in his possession. The bank has the right 
to sue on the instrument and to receive payment. Until 
the instrument has been paid the bank (as agent) must 
obey Brown’s instructions and must return it to Brown 
if he so orders. The bank may transfer its rights as in- 
dorsee (where thi^ is authorized by the form of the indorse- 
ment) but only to further the purpose of the indorsement : 
collection. 

Other types of restrictive indorsement are : 

(5) 




o\> 


(This indorsement vests the legal title in Jones as trustee for 
Brown, the beneficial owner.) 


( 7 ) 


\ SaOjASNAXi 


Form (7) is used by a bank when forwarding an item 
through an intermediate bank or banks for collection. 
Courts are divided as to whether it is a restrictive or a 
general indorsement- The Uniform Bank Collection Act^ 
provides that such indorsement "shall be deemed a restric- 
tive indorsement and shall indicate the creation of an agency 
relation in any subsequent bank to whom the paper shall 

1 Adopted in Idaho, Illinois, Indiana, Eentnclgr, Maryland, Michigan, Missouri, 
Nebraska, New Jersey, New Mexico, New York, Oregon, Pennsylvania, South 
C^olina, Washington, West Virginia, Wisconsin, Wyoming, 
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be forwarded unless coupled with words indicating the crea- 
tion of a trustee relationship.” The courts are not agreed 
as to whether or not a restrictive indorsement (which is 
essentially not so much a contract of indorsement as an 
authority to collect) destroys negotiability, the better view 
being that it does not (although a subsequent transferee is 
put on notice as to the rights of the restrictive indorser and 
takes subject to the appropriation originally designated). 

Title to Items Deposdted for Collection. The law as to the title 
to commercial paper deposited by a customer is in great confu- 
sion. Where it is deposited for the special and express purpose of 
collection (even though intended eventually for credit) it is gen- 
erally held (whether or not the indorsement is restrictive) that 
title does not pass to the bank;^ the_ giving of credit to the de- 
positor is not inconsistent with his still being owner of the paper. 
If the paper is deposited as cash (or the depositor is given uncon^ 
ditiondt as distinguished from revocable, credit), title is usually 
held to be in the bank. Where there is neither a definite under- 
standing as to the passing of title (as usually there is not) nor 
agreement that the paper is deposited only for collection, it is 
held in most courts that title to paper deposited (with an un- 
restricted indorsement) in the usual course of business with the 
bank, with the right to draw thereon, is in the bank. It has been 
held that an indorsement “for deposit to the credit of my account” 
operates as a warning that the purpose is not to transfer owner- 
ship of the instrument or of its -proceeds, but to prevent its further 
circulation, giving “notice of the trust” to any taker, and not vest- 
ing legal title to the paper in the indorsee or authorizing the 
latter to sell or indorse it to another, or to hold the indorser on 
his indorsement (though the indorsee is permitted to sue on the 
instrument). 

Conditional Indorsement. A conditional indorsement 




AeSfu^o 


creates a condition with reference to instrument and pro- 
ceeds, binding in favor of the indorser (Brown) as re- 
gards the indorsee (White) and subsequent holders 
through the indorsee (White). A party required tQ pay, 
however, may disregard the condition and pay W^hite (or 
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his indorsee) irrespective of the nonfulfillment of the con- 
dition. 


INDORSEMENT OF BEARER PAPER 

We have seen that bearer paper may be such either be- 
cause of what is on its face, or because the only or last 
indorsement specifies no indorsee but is in blank. So long, 
however, as an instrument is bearer paper, it continues to 
be negotiable by delivery notwithstanding a special indorse- 
ment (although such special indorser is liable as indorser 
only to those making title through his indorsement). 

DELIVERY 

Delivery is transfer of possession, actual or constructive, 
from one person to another {constructive delivery, B's 
banker, A, without B’s knowledge, indorses an instrument 
to B and puts it into an envelope containing other papers 
of B). A signature imposes no liability prior to delivery 
(except to a possible holder in due course). Delivery is' es- 
sential to negotiation. Indorsement as defined by the Act 
‘'means an indorsement completed by delivery.” Delivery is 
presumed from possession. Thus, where payee sues maker 
on a promissory note, the production of the note by the payee 
establishes prima facie that the maker delivered it to the 
payee. Except as against a holder in due course, the maker 
may overcome this prima fade presumption by proof that 
the note was lost or stolen. 

CONDITIONAL DELIVERY 

Conditional Delivery. 

1. Condition Precedent. Parol evidence is admissible 
to show that (notwithstanding delivery) the instrument was 
to become operative as a contract only upon the happening 
of a future, contingent event, since this is a condition prece-- 
dent to the attaching of any obligation tmder the written in- 
strument (so that its obligation never commenced). (D 
delivers his promissory note to P, stating orally that the note 
is not to take effect until P delivers to D a deed to certain 
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property, P fails to deliver the deed, but sues D on the note. 
Evidence of the oral agreement is admissible. The testimony 
tends to show that the promissory note, which purports to 
be a contract, is in fact no contract at all.) 

2 . Condition Subsequent. Where an instrument is 
unconditionally delivered as an operative contract, parol evi- 
dence is not admissible to show a parol condition (not ex- 
pressed in the writing) attached to the obligation of the 
contract, so that it is not absolute according to its terms. 
(D is sued by P on a promissory note given by D in part 
payment of his tuition fee. D seeks to testify that at the 
time he delivered the note to P, P promised orally that if 
D should decide not to continue with his course, and should 
so notify P before he had received more than five lessons, 
D would be released on the note; that D did decide to dis- 
continue and notified P in accordance with the oral agree- 
ment. This testimony is not admissible; it is in direct con- 
tradiction of the written contract [as to the existence and 
validity of which there is no controversy] and its admis- 
sion would violate the parol evidence rule.) 

Antedating and Postdating. A negotiable instrument 
is not invalid merely because it is antedated or postdated, 
provided this is not done for an ill^al or fraudulent pur- 
pose. The person to whom an instrument so dated is de- 
livered acquires the title thereto as of the date of delivery. 



Chapter XXX 


OBLIGATIONS OF PARTIES 
PRIMARILY LIABLE 

The person ‘‘primarily” liable on an instrument is the 
person who by the terms of the instrument is absolutely 
required to pay the same (the maker of a promissory note 
and the acceptor of a bill of exchange). All other parties 
(drawer and indorsers) are “secondarily” (conditionally) 
liable. 

MAKER OF A PROMISSORY NOTE 

The maker of a promissory note engages that he will pay 
it according to its tenor, and admits the existence of the 
payee and his then capacity to indorse. Diligence (due pre- 
sentment for payment and due notice of dishonor) is not 
necessary for the purpose of charging the maker with lia- 
bility (it is necessary, however, to fix the liability of in- 
dorsers). If the instrument is by its terms payable at a 
special place and if the maker is able and willing to pay 
it there at maturity, such ability and willingness are equiva- 
lent to a tender of payment upon his part. (D delivers to 
P an interest-bearing promissory note in the amount of 
$500 payable at the X bank. D has on deposit at maturity 
and at all times thereafter a sum sufficient to pay the note 
if presented. P’s failure to present the note at maturity 
does not release D from liability for the principal sum of 
$500 and interest up to maturity [even though the X bank 
fails] but D is not liable for interest after maturity, and 
if P sues D on the note, D — not P — will be entitled to 
court costs.) Where a note is made payable at a bank, the 
bank is authorized to pay it without other direction from 
the maker. 
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ACCEPTOR OF A BILL OF EXCHANGE 

The drawee of a bill of exchange is not liable thereon 
until he accepts (a check or other' bill of exchange does not 
of itself operate as an assignment of any part of the 
drawer’s account, and the bank or other drawee is not liable 
thereon to a holder unless and until it accepts or certifies 
the instrument). Acceptance must be in writing and signed 
by the drawee. It is usually made by writing across the face 
of the bill the word "Accepted” followed by the signature of 
the acceptor and the date, although the mere signature of 
the drawee has been held sufficient. By accepting, the 
drawee (1) signifies his assent to the drawer’s order, (2) 
engages to pay the bill according to the tenor of his accept- 
ance, and (3) admits: (a) the existence of the drawer, the 
genuineness of his signature, and his capacity and authori- 
ty to draw the instrument; and (b) the existence of the 
payee and his then capacity to indorse. The bill of ex- 
change itself implies a representation by the drawer that 
the drawee is already in receipt of funds to pay, and the 
acceptance (an admission of the truth of that representa- 
tion) makes the drawee primarily liable, not only to in- 
dorsees but to the drawer himself if the latter takes up the 
bill: the drawee who has accepted cannot retract this admis- 
sion as against a holder for value, since he has thereby ob- 
tained a suspension of the holder’s remedies against drawer 
and an extension of credit. (For A’s accommodation [that 
is, to lend his credit to A] P drew on D bank to the order of 
A and delivered the instrument to A. A delivered it unin- 
dorsed to B in payment of a prior indebtedness. B had it 
certified by D. P countermanded payment, but D was never- 
theless protected in paying B since B [who took for value] 
was at least the equitable owner, with the right to have and 
enforce payment, and after certification by D [which had the 
same legal effect as certification would have had if A indorsed 
the instrument] to have pa 3 rment from D at the charge of 
P.) Since the acceptor (like the maker of a promissory note) 
is primarily liable on the instrument, no diligence is necessary 
to charge him with liability. An action by payee or indorsee 
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(P) against acceptor (D) will not fail on the ground of ab- 
sence or failure of consideration unless there was neither 
consideration for D’s acceptance nor consideration for P’s 
title. 

Who May Accept. In general, no one but the drawee may ac- 
cept: a stranger or volunteer is not bound by acceptance. How- 
ever, if the bill has been dishonored and protested because of 
(a) refusal of the drawee to accept, or (b) bankruptcy or insol- 
vency of the acceptor before maturity of the bill (in which event 
the holder may “cause the bill to be protested for better security 
against the drawer and indorsees”), any person (except a party 
already liable on the bill) may with the consent of the holder in- 
tervene and accept for honor supra protest before the bill is over- 
due. Such acceptance may be for the honor (to preserve the 
credit) of the drawer or an indorser “for part only of the sum for 
which the bill is drawn; and where there has been an acceptance 
for honor for one party, there may be a further acceptance by a 
different person for the honor of another party.” The acceptor 
for honor is entitled to diligence. 

Acceptance on Separate Paper. The holder of a bill presenting 
the same for acceptance may require the acceptance to be written 
on the bill and, if such request is refused, may treat tihe bill as 
dishonored. Where an acceptance is written on a paper other than 
the bill itself it does not bind the acceptor except in favor of a 
person to whom it is shown and who, on the faith thereof, receives 
the bill for value. (S, who has an account in a New York bank 
CD], stops at the P hotel in Chicago. S requests the P hotel to 
cash his check for $500. The P hotel wires S's bank in New York: 
“Will you pay S’s check of even date in the amount of $500?” 
The bank by its telegraphic reply agrees to pay the check. This 
reply is a “virtual acceptance.” The check has, in efiFect, been 
certified, and the bank is liable accordingly. But if P had in- 
quired merely: “Is S’s check on you in the amount of $500 good?” 
and the bank had responded: “Good,” “Good now,” “Good for 
the sum named,” or “The check shall have attention,” the bank 
could not have been held as acceptor — as such responses are 
merely informative, creating no obligation whatever upon D in 
favor of P as regards any specific check capable of identification 
and then held by P.) 

Promise to Accept Bfll Not Yet Drawn. An unconditional 
promise in writing to accept a bill not yet drawn is deemed an 
actual acceptance in favor of every person who upon the faith 
mereof receives the bill for value. Absolute authority to A as 
D s agent, in a writing signed by D, to draw on D from time to 
time as necessary for the purchase of goods on D's account to be 
consigned to B,_ is absolute authority to draw within the limit 
prescribed, and is equivalent to an unconditional promise to pay 
the draft 

Retention of Bill by Drawee as Constructive Acceptance. The 
drawee is allowed twenty-four hours after presentment in which 
to decide whether or not he will accept the bill; but the accept- 
ance, if given, ^tes as of the day of presentation. Where a drawee 
to whom a bill is delivered for acceptance destroys it or refuses 
withm twenty-four hours after such delivery (or within such other 



NEGOTIABLE INSTRUMENTS 


193 

period as the holder may allow) to return it accepted or non- 
accepted to the holder, he will be deemed to have accepted it. 
Many^ courts hold that something more than mere inaction or 
retention of the bill (something of a tortious character, implying 
unauthorized conversion) is required to constitute constructive ac- 
ceptance: that there must be destruction or refusal to return 
after demand. Others hold that the purpose of the act is to relieve 
the holder from the pre-existing uncertainty and confusion and to 
expedite action by the drawee, and that mere retention after the 
expiration of the twenty-four hour period justifies the inference of 
an intention to assume liability (on the theory that when a bill 
is presented for acceptance there is an implied demand that the 
drawee return the bill accepted or unaccepted within twenty-four 
hours). 

General or Qualified Acceptance. An acceptance is either gen- 
eral or qualified. A general acceptance assents without qualifica- 
tion to the order of the drawer. A qualified acceptance in express 
terms varies the effect of the bill as drawn. An acceptance is 
qualified which is: 

1. Conditional; that is to say, which makes payment by the 
acceptor dependent on the fulfillment of a condition therein stated; 

2. Partial; that is to say, an acceptance to pay part only of 
the amount for which the bill is drawn; 

3. Local; that is to say, an acceptance to pay oTiZy at a par- 
ticular place; 

4. Qualified as to time; 

5. The acceptance of one or more of the drawees, but not 
of all. 

The holder may refuse to take a qualified acceptance and, if he 
does not obtain an unqualified acceptance, he may treat the bill as 
dishonored by nonacceptance. Where a qualified acceptance is 
taken the drawer and indorsers are discharged from liability on 
the bill, unless they have e3q)ressly or impliedly authorized the 
holder to take a qusdified acc^tance, or subsequently assent there- 
to. (When the drawer or an indorser receives notice of a quali- 
fied acceptance he must within a reasonable time express his dis- 
sent to the holder, or he will be deemed to have assented thereto.) 

Certification Is Acceptance. The certification of a check by the 
drawee bank is equivalent to an acceptance. Where the drawer 
has a check certified before issuance, the drawer, indorsers, and 
■ie certifying bank are all liable thereon. Where, on the other 
hand, the holder of a check has it certified, the drawer and all in- 
dorsers who indorsed prior to certification are discharged. The 
premature certification of a postdated check is unenforceable, whe- 
ther because it is manifestly beyond the powers of the bank or 
because it is outside the authority of the certifying officer. 

Acceptance under Mistake, Under the Uniform Negotiable In- 
struments Law the acceptor (1) admits: (a) the existence of the 
drawer, the genuineness of his signature, and his capacity and 
authority to draw the instrument; and (b) the existence of the 
payee and his then capacity to indorse; and (2) engages to pay 
the bill "according to the tenor of his acceptance.” There is a 
conflict of authority as to the effect of this section with reference 
to the certification of a check which has been raised or otherwise 



BUSINESS LAW 


194 

altered (as by the deletion of the original payee and the substitu- 
tion of another as payee). Some courts hold (in accordance with 
the majority rule prior to the Act) that certification warrants 
merely the genuineness of the drawer’s signature and the suffi- 
ciency of his account; others hold that certification warrants as 
genuine everything appearing in the body of the check at the time 
of certification. Under this view the condition of the check when 
certified (not when drawn) determines the liability of the bank. 
An acceptance (or payment) does not admit that indorsements are 
either genuine or authorized, and money paid by the drawee upon 
forged or unauthorized indorsements can be recovered as paid by 
mistake. 

Payment under Mistake 

1. As to Sufficiency of Drawer’s Account Mistake by the 
drawee (P) as to the sufficiency of the drawer’s account has been 
held (for various reasons) to be no ground for recovery from 
D who received in good faith an amount which the drawee chose 
to pay by reason thereof: to permit P to repudiate the payment 
would mean uncertainty, delay, and annoyance to D and would 
tend to destroy the certainty necessary to the mercantile useful- 
ness of negotiable instruments. The tentative or provisional pay- 
ment by the drawee through the clearinghouse, by the exchange 
of credits there, is subject to examination by each member (at its 
banking house) of the checks drawn upon it If the drawee then 
concludes to pay, nothing more remains to be done, and the ten- 
tative or provisional pa 3 rment becomes final. Some courts hold 
that upon expiration of the time prescribed by the rules of the 
clearinghouse, without repudiation and return by the drawee, the 
payment becomes absolute — ^'as much so as if money had 
passed.” Others follow the Massachusetts rule that, even though 
it is not repudiated within the prescribed time, the drawee may 
still recover the amount of an item not properly chargeable 
against it (as paid under a mistake) unless, in reliance on the 
failme to return, the bank sending it through clearing has changed 
its position to its detriment or something occurs (subsequent to 
the negligent payment by mistake) making it unconscionable for 
P to recover since D has changed its position. A deposit-creffit 
entered by P as a complete, unconditional, and executed trans- 
action in favor of D (depositor of a check drawn by A on P) 
cannot be cancelled by P when it turns out that P’s belief in A’s 
credit was mistaken: it is as though P had paid in cash and D 
had redeposited the amount. 

2. Forgery of Drawer’s Signature {Price v. Neal). In the fa- 
mous case of Price v. Neal, Lord Mansfield held that a drawee (P), 
having paid a bill of exchange on which the signature of A 
(drawer) was a forgery, cannot recover the amount so paid from 
D (holder of the bill in good faith and for value) unless D was 
negligent in taking the forged bill. Where the signatures of A 
(drawer) and B (payee-indorser) are both forgeries, the right of 
P (drawee) to recover on the ground of money paid by mistake 
turns on whether or not D (to whom P paid the bill) was negli- 
gent in taking it: D’s warranties as indorser do not run to P 
(drawee). (Where P* [drawee] paid D [a bona fide holder for 
value] an order bill on which the signature of A [drawer] was a 
forgery and which bore a forged indorsement, it was held that 
the money cannot be recovered as paid under a mistake of fact. 
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The entire instrument was forged and without validity. P failed 
to detect the forgery of A's signature^ and the forged indorsement 
puts P in no worse position than he would occupy if it were 
genuine. He cannot be called on to pay again. No one else has 
a better title to the instrument or to tiie proceeds which D has 
received. P*s equities are not superior.) 

3. Forged Indorsement. P (maker or drawee) paying an order 
instrument to D (holder in due course) where the signature of 
an indorser (A) was forged may (unless estopped by his own 
negligence or barred by laches) recover the amount, not on the 
ground that is a warrantor or promisor (since the indorsement 
of one presenting the instrument for payment is simply a receipt) 
but as money paid under mistake of fact as to the person having 
title and the right to demand payment, unless P*s failure to give 
notice of the forged indorsement has caused D to change his posi- 
tion or to lose an opportunity to protect himsdf, so that P is 
barred by estoppel. The true owner may hold the drawee who has 
paid the bill under a mistake as to the genuineness of an indorser’s 
signature on the theory of conversion (there is no privity of con- 
tract, since pa 3 rment is not acceptance) : or he may hold the pur- 
chaser either for conversion or (if he has collected the bill) for 
moneys had and received. 

4. Forgery of Maker’s or Acceptor's Signature. Where the 
maker or acceptor has paid an instrument under a mistake of fact 
as to the genuineness of his own signature, the courts are not 
agreed as to his right to recover from a holder in due course 
without negligence. 

5. Amount Raised. While it has been held that P (drawee) 
having paid a bill of exchange previously raised may have restitu- 
tion by quasi-contract (on the ground of mistake of fact) from D 
(a holder in due course) who received the money, tiie opposite 
result is reached in cases where the plaintiff was the maker or was 
both drawer and drawee. (When P issued an order on itself, it 
had notice of the true amount and was held "bound to Imow its 
own checks,” and so could not recover on a raised draft paid to 
D, a bona fide holder.) 


AGENCY 

No person is liable on the instrument whose signature 
does not appear thereon. The doctrine of liability of an 
undisclosed principal does not apply to the law of Bills and 
Notes. But one who signs in a trade or assumed name will 
be liable to the same extent as if he had signed in his own 
name. The signature of any party may be made by a duly 
authorized agent. No particular form of appointment is 
necessary for this purpose; the authority of the agent may 
be established as in other cases of agency. A signature by 
“procuration” proc.) operates as notice that the agent 
has but a limited authority to sign, and the principal is 
bound only in case sucdi signature by the agent was within 
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the limits of his authority. Where an instrument is 

drawn or indorsed to a person as “cashier,” or other fiscal 
of a hank or corporation, it is deemed prima facie 
to be payable to the bank or corporation of which he is 
such officer, and may be negotiated either by the indorse- 
ment of the hank or corporation, or by the indorsement of 
the officer. Where any person is under obligation to indorse 
in a representative capacity he may indorse in such terms 
as to n^^ative personal liability. 

S i- gning in a “Representative Capacity.” Where the 
instrument contains, or a person adds to his signature, 
words indicating that he signs for or in behalf of a prin- 
cipal, or in a representative capacity, he is not liable on 
the instrument if he was duly authorized; but the mere 
addition of words describing him as an agent, or as^ filling 
a representative character, without disclosing the principal, 
does not exempt him from personal liability. The rule seems 
dear but there is no uniformity of decision as to the effect 
of certain forms of signature. Thus, 

“D, Treasurer of the A Corporation, 

E, President of the A Corporation” 

may or may not be hdd to bind the individuals D and E 
personally. Some states hold that it binds the A corpora- 
tion. Others hold that there is a presumption that the words 
of office are merely a iescriptio personae, leaving the officer 
personally liable. (Even if the presumption is recognized, 
there is ffivision of authority as to whether it is one of law 
or of fact.) The better view is that “whenever the form of 
the paper is such as fairly to indicate to the tye of common 
sense that D signed as agent or in a rq>resentative caparity, 
he is relieved of personal liability if authorized.” (Parol 
evidence hdd admissible [as between the original parties] 
to show that a check signed “D,” with the words “X Grocery 
Company” printed on the left-hand margin, was signed Ity 
D as agent with authority : also, a promissory note with the 
namp “X Corporation” in the margin signed Ity D and E 
[“president” and “treasurer”] discounted ty P bank is to the 
“tye of common sense” the note of X corporation.) Aside 
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from this factitious difficulty as to when the principal is dis- 
closed, there are three situations where A (agent) signs rep- 
resenting D (principal) : 

1. Where A disclosed his prindpal and was acting with- 
in his authority, D is liable on the instrument and A is 
not personalty liable; 

2. Where A disclosed his principal but was acting out- 
side his authority, D is not liable; A is liable, but the deci- 
sions are not uniform as to whether his liability is on the 
instrument (for the face amount), for damages resulting 
from breach of an implied warranty of authority (the gen- 
eral rule before the N.I.L.), or in an action of tort for 
misrepresentation; and 

3. Where A did not disdose his prindpal, D is not 
liable, but A is liable on the instrument. 

Signing as Trustee or Elxecutor. An instrument 
signed by a trustee or executor should entail personal lia- 
bility even if the name of the estate is disdosed, since the 
estate is not a prmdpal: the trustee or executor is the prin- 
dpal dealing with the property as l^;al owner and not 
merely as ^ent or representative. He acts for himself, 
though with fiduciary obligations to others. He may avoid 
personal liability ty signing in effect "as trustee but not 
individually or otherwise.” 

ACCOMMODATION PARTY 

An accommodation party is cme who has signed the in- 
strument as maker, drawer, acceptor, or indorser, without 
recdvii^ value therefor, and for the purpose of lending his 
name to some other person. Such a person is liable on the 
instrument to a holder for value, notwithstanding that the 
latter at the time of taking the instrum^t knew him to 
be only an accmnmodation party. (D makes a promissory 
note — ^recdving no consideration therefor — to the order of 
A to enable A to discount the note with P. A cannot en- 
force this note against D, for absence or failure of con- 
sideration is a matter of defense against any person not a 
holdo: in due course, and partial failure of consideration 
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is a defense pro tanto, whether the failure is an ascer- 
tained or liquidated amount or otherwise. But if A dis- 
counts the note with P, P can enforce D’s liability, not- 
withstanding the fact that P knew D’s signature was made 
for A’s accommodation.) Since a signature for accommo- 
dation is gratuitous, it may be revoked by erasure or by 
notice to those interested at any time before the instrument 
has been negotiated for value (the revocation may be ef- 
fected by the death of D [the accommodating party] before 
negotiation of the instrument to P [holder for value] since 
A [the party accommodated] does not have a power coup- 
led with an interest). But once the instrument has been 
negotiated for value, the value paid by P (upon the faith 
and credit of D’s signature) has the same effect as if D 
had received it. A transferee (P) holding the instrument 
as security for an antecedent or pre-existing debt due P 
from A is a holder for value as against D who signed for 
A’s accommodation. A statement by A (the party accom- 
modated) to D (the accommodating party) in the presence 
of P (holder for value) that D’s signature was merely a 
matter of form to avoid a certain technicality, and that A 
did not wish D to feel himself liable since A — notD — 
was borrowing the money, does not prevent D’s being liable 
to P on a note made by D to P’s order for A’s accommo- 
dation. 

First Negotiation after Maturity. The purpose of D’s 
signing for the accommodation of A is to obtain (or to 
enable A to obtain) credit, but since it is understood be- 
tween D and A that A is to pay (or to provide funds) 
at maturity (otherwise D may pay and proceed at once 
against A), the view more widely held is that D (even if 
he sig;ned as maker or acceptor) is not liable where the 
first negotiation is after maturity. 

Payment by Accommodating Party. Where P (the 
accommodating party) has been compelled to pay the instru- 
ment to A (holder), D (the accommodated party) is under 
a duty to Kamburse P. While payment in due course (at or 
after maturity, to the holder, in good faith and without notice 
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that his title is defective) by or on behalf of maker, drawee, 
or accommodated party extinguishes the instrument, pay- 
ment by a party secondarily liable does not have that effect; 
although the provision that one so pa3ring is “remitted to his 
former rights as regards all prior parties,” does not aid P, 
a drawer or indorser for accommodation of D (since P has 
no rights on the instrument to which he can be remitted), 
a number of courts allow P to recover from D on thes theory 
that P is subrogated to A’s rights in the instrument, whereas 
others arrive at the same result by asserting that P’s remedy 
against D (whether P be maker, acceptor, drawer, or in- 
dorser) is on an implied obligation of reimbursement and not 
on the instrument. 

Suretyship Defenses Not Available to Maker or 
Acceptor. Under the N.I.L. an accommodation maker is 
primarily liable. Accordingly, most courts hold that D 
(accommodation maker) is not discharged by a binding 
agreement to extend the time of payment made between P 
(holder for value) and A (the accommodated party), al- 
though D’s consent to such extension has not been obtained 
and P has not reserved his rights against D. This result 
has been criticized on the ground that since, in substance, 
D is a surety, A principal debtor, and P creditor, D should 
be discharged by the extension agreement which would, 
under the Law of Suretyship, “discharge a simple contract 
for the payment of money,” It is argued that the Act does 
not require the abrogation of suretyship defenses available 
to D before its adoption, particularly where P takes the 
instrument knowing that D (as accommodating maker or 
acceptor) is a surety. 



Chapter XXXI 


OBLIGATIONS OF PARTIES 
SECONDARILY LIABLE 

The drawer and the general indorser guarantee payment 
of the instrument. Their obligation, however, is not abso- 
lute, but depends upon certain steps which must be taken 
in order to charge them with liability ("diligence”). Hence, 
drawer and indorsers are said to be secondarily or con- 
ditionally liable on the instrument, (It is to be noted that 
only the general indorser guarantees pa 3 mient of the in- 
strument. The qualified indorser who signs “without re- 
course” says, in effect: "If this instrument is not paid, I 
will not be liable thereon.” The words “without recourse” 
expressly negative liability.) In order to charge the drawer 
and indorsers with liability the holder must: 

1. Duly present the instrument for payment or accept- 
ance, and 

2. Take the necessary proceedings on dishonor. 

DUE PRESENTMENT FOR PAYMENT 

It will be remembered that presentment for payment is 
not necessary to charge the person primarily liable on the 
instrument, but it is necessary to charge drawer and in- 
dorsers, Presentment for payment, to be sufficient, must 
be made: 

1. By the holder, or by some person authorized to re- 
ceive payment on his behalf ; 

2. At a reasonable hour on a business day; 

3. At a proper place as defined below; 

4. To the person primarily liable on the instrument, or, 
if he is absent or inaccessible, to any person found at the 
place where the presentment is made (thus, in order to 
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charge the indorsers of a promissory note, due demand for 
payment must be made not on the indorsers but on the 
maker, although the purpose of such demand is to charge 
the indorsers with liability and not the maker) ; 

5 . By exhibiting the instrument to the person from 
whom pajment is demanded (when it is paid, the instru- 
ment must be delivered to the party paying it), unless the 
maker or drawee does not require exhibition but refuses 
to pay it on other grounds (presentment over the telephone 
or by mail is ineffective) ; 

6 . Seasonably. 

Time Paper. Where the instrument is not payable on 
demand, presentment must be made on the day it falls due. 
Every negotiable instrument is payable at the time fixed 
therein without grace. When the day of maturity falls on 
Sunday or a holiday, the instrument is payable on the next 
succeeding business day; instruments falling due on Satur- 
day are to be presented for pajmient on the next succeed- 
ing business day. Where the instrument is pa3rable at a 
bank, presentment for payment must be made during bank- 
ing hours (unless the person to make pa3unent has no 
funds there to meet it at any time during the day, in which 
case presentment at any hour before the bank is closed on 
that day is sufficient). Where the instrument is payable 
at a fixed period after date, after sight, or after the hap- 
pening of a specified event, the time of payment is deter- 
mined by excluding the day from which the time is to begin 
to run, and by including the date of pa3nnent. 

Demand Paper. Where the instrument is payable on 
demand, presentment must be made within a reasonable 
time after the issue; except that in case of a bill of ex- 
change, presentment will be sufficient if made within a 
reasonable time after the last negotiation. Demand instru- 
ments may, at the option of the holder, be presented for 
pa3Tnent before twelve o'clock noon on Saturday when the 
entire day is not a holiday. 

Demand Paper: Checks. A check is a bill of ex- 
change drawn on a bank and payable on demand. A check 
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must be presented for payment within a reasonable timo 
after its issue, or the drawer will be dischain^ed from lia- 
bility thereon to the extent of the loss caused by the delay. 
(For example, the drawee bank fails, the drawer’s account 
having been at all times sufficient to meet the check had 
it been presented for payment. If the bank pays a divi- 
dend of, say, 509b to its depositors, the drawer is liable to 
the holder for only half the face amount of the check.) 
But the indorser of a check, whether or not he is in fact 
injured by the delay in presentment, has a complete de- 
fense therein. The drawer of a check is regarded as the 
principal debtor and is therefore, not entirely discharged 
by ladc of diligence in making presentment for pa3nnent 
(unless, of course, presentment is delayed so long that an 
action on the check is barred by the Statute of Limita- 
tions), but only to the extent of actual loss or injury caused 
by the delay. In determining what is a “reasonable time” 
or an “unreasonable time” regard is to be had to the na- 
ture of the instrument, the usage of trade or business, if 
any, with respect to such instruments, and the facts of the 
particular case. 

In the case of a check, where the holder receives it 
immediately from the drawer in the city or town where it 
is payable, it should be presented for payment before the 
close of banking hours on the next business day after it 
is received; if he receives it in a place remote from the 
place of payment, it should be forwarded to some person 
at that place on the next business day after it is received, 
and presented before the dose of banking hours on the 
day after its receipt. In some states which have not amended 
the N.I.L. it would seem that, regardless of how long checks 
are outstanding, they are in drculation so long as one nego- 
tiation properly follows another and that the indorser, there- 
fore, is not as a matter of law prejudiced by the consequent 
delay in thdr presentment for payment provided only that 
presentment is made ( 1 ) vritlun a reasonable time after the 
last negotiation and ( 2 ) before the Statute of Limitations 
has run. The dravrer of the same check, on the other hand. 
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would be discharged by prejudicial delay after its issue 
to the extent of the loss thereby caused — a ridiculous result. 

To Whom Presentment May Be Made. Where the 
person primarily liable on the instrument is dead, and no 
place of payment is specified, presentment for payment 
must be made to his personal representative, if there is 
any such, and if, with the exercise of reasonable diligence, 
he can be found. Where the persons primarily liable on 
the instrument are liable as partners and no place of pay- 
ment is specified, presentment for payment may be made 
to any one of them, even though there has been a dissolu- 
tion of the firm. Where there are several persons, not 
partners, primarily liable on the instrument and no place 
of payment is specified, presentment must be made to each. 

Place of Presentment. Presentment for payment is 
made at the proper place: (1) where a place of payment is 
specified in the instrument and it is there presented; (2) 
where no place of pa 3 ment is specified and no address is given 
and the instrument is presented at the usual place of busi- 
ness or residence of the person to make payment; (3) in 
any other case, if presented to the person to make payment 
wherever found, or if presented at his last known place of 
business or residence. 

When Presentment Not Required. Presentment for 
payment is not required in order to charge the drawer 
where he has no right to expect or require that the drawee 
or acceptor will pay the instrument, or to charge an in- 
dorser where the instrument was made or accepted for his 
accommodation, and he has no reason to expect that the 
instrument will be paid if presented. (A, as a favor to D, 
makes and delivers to D a promissory note payable to the 
order of D. A does this to enable D to obtain a loan from 
the P bank. D indorses the note and discounts it at the 
P bank. Although A, as maker, is primarily liable on the 
instrument, D is, in substance, the principal debtor and A 
stands as surety for the debt. If A is compelled to pay, 
he can [on one theory or another] obtain reimbursement 
from D. D has no reason to expect that ^ will pay this 
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note at maturity: it is D’s duty to provide funds for that 
purpose. Accordingly, presentment for payment is not re- 
quired in this exceptional instance to charge D with lia- 
bility as indorser.) 

Excuses for Delay or for Non-Presentment. Delay in 
making presentment for payment is excused when the de- 
lay is caused by circumstances beyond the control of the 
holder, and when not imputable to his default, misconduct, 
or negligence. When the cause of delay ceases to operate, 
presentment must be made with reasonable diligence. Pre- 
sentment for payment is dispensed with (1) where after 
the exercise of reasonable diligence presentment cannot be 
made; (2) where the drawee is a fictitious person; (3) by 
waiver of presentment, express or implied (the words 
“Protest Waived” appearing on the face of the instru- 
ment operate as an express waiver of all steps otherwise 
required to be taken in order to fix the liability of drawer 
and indorsers). 

When Instrument Is Dishonored by Nonpayment. 
The instrument is dishonored by nonpayment when (1) it 
is duly presented for pa)rment and payment is refused or 
cannot be obtained; or (2) presentment is excused and the 
instrument is overdue and unpaid. Subject to the pro- 
visions of the N.I.L., when an instrument is dishonored by 
nonpayment, an immediate right of recourse to all parties 
secondarily liable thereon accrues to the holder. 

PRESENTMENT FOR ACCEPTANCE 

Presentment for acceptance must be made : 

1. Where a bill of exchange is payable after sight, or in 
any other case where presentment for acceptance is neces- 
sary in order to fix the maturity of the instrument (draft 
payable “at thirty days’ sight” or “thirty days after sight” 
is due thirty days after the date on which the draft was 
presented to the drawee for acceptance, whether the drawee 
accepted or not) ; or 

2. Where the bill expressly stipulates that it shall be 
presented for acceptance; or 
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3, Where the bill is drawn payable elsewhere than at 
the residence of place of business of the drawee. 

In no other case is presentment for acceptance necessary 
in order to render any party to the bill liable. It is never- 
theless desirable to present all bills for acceptance, whether 
required by law or not. By doing so the holder obtains 
acceptance (by which the credit of the paper is presumably 
strengthened) — or else, if the bill is dishonored by the 
drawee's refusal to accept, the holder, on taking the pre- 
scribed steps, has an immediate right of recourse against 
the drawers and indorsers and is not obliged to re-present 
the bill for pa 3 mient at maturity. Where a bill is duly pre- 
sented for acceptance and is not accepted within the pre- 
scribed time, the person presenting it must treat the bill as 
dishonored by nonacceptance or he loses the right of re- 
course against the drawer and the indorsers. A bill is dis- 
honored by nonacceptance: 

1. When it is duly presented for acceptance and such 
an acceptance as is prescribed by the Act is refused or 
cannot be obtained; or 

2. When presentment for acceptance is excused and the 
bill is not accepted. 

Presentment for Acceptance Excused. Presentment 
for acceptance is excused and a bill may be treated as dis- 
honored by nonacceptance in any one of the following 
cases: 

1. Where the drawee is dead, or has absconded, or is a 
fictitious person not having capacity to contract by bill; 

2. Where, after the exercise of reasonable diligence, 
presentment caimot be made; 

3. Where, although presentment has been irregular, ac- 
ceptance has been refused on some other ground. 

DUE NOTICE OF DISHONOR 

Except as herein otherwise provided, when a negotiable 
instrument has been dishonored by nonacceptance or non- 
payment, notice of dishonor must be given to the drawer 
and to each indorser. 
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By Whom Given. The notice may be given by or on 
behalf of the holder, or by or on behalf of any party to 
the instrument who might be compelled to pay it to the 
holder, and who, upon taking it up, would have a right 
to reimbursement from the party to whom the notice is 
given. 

By Agent. Notice of dishonor may be given by an 
agent, either in his own name or in the name of any party 
entitled to give notice, whether that party is his principal 
or not. The agent may give notice to the parties liable on 
the instrument or to his principal. If he gives notice to his 
principal he must do so within the same time as if he 
were the holder, and the principal upon receipt of such 
notice has himself the same time for giving notice as if the 
agent had been an independent holder. 

To Whom Given. Notice of dishonor may be given 
either to the party himself or to his agent in that behalf. 
When any party is dead and his death is known to the party 
giving notice, the notice must be given to a personal repre- 
sentative, if there is one and if with reasonable diligence 
he can be found. If there is no personal representative, 
notice may be sent to the last residence or last place of 
business of the deceased. Where the parties to be notified 
are partners, notice to any one partner is notice to the 
firm even though there has been a dissolution. Notice to 
joint parties who are not partners must be given to each 
of them, unless one of them has authority to receive such 
notice for the others. Where a party has been adjudged a 
bankrupt or an insolvent, or has made a general assignment 
for the benefit of creditors, notice may be given to the 
party himself or to his trustee or assignee. 

Form of Notice. The notice may be in writing or 
merely oral, and may be given in any terms which suffi- 
ciently identify the instrument and indicate that it has 
been dishonored by nonacceptance or nonpa3nnent. It may 
in all cases be given by delivering it personally or through 
the mails. A written notice need not be signed, and an 
insufficient written notice may be supplemented and vali- 
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dated by a verbal commumcation* A roisdescription of the 
instrument does not vitiate the notice unless the party to 
whom it is given is in fact misled thereby. 

When Notice Must Be Given. Notice may be given 
as soon as the instrument is dishonored, and unless delay 
is excused, must be given as follows : 

Where the person giving and the person to receive no- 
tice reside in the same place, notice must be given within 
the following times: 

1. If given at the place of business of the person to 
receive notice, it must be given before the close of busi- 
ness hours on the day following dishonor ; 

2. If given at his residence, it must be given before the 
usual hours of rest on the day following dishonor; 

3. If sent by mail, it must be deposited in the post 
office in time to reach him in usual course on the day fol- 
lowing dishonor. 

Where the person giving and the person to receive notice 
reside in different places, the notice must be given within 
the following times: 

1. If sent by mail, it must be deposited in the post office 
in time to go by mail the day following the day of dis- 
honor, or if there is no mail at a convenient hour on that 
day, by the next mail thereafter; 

2. If given otherwise than by mail, then within the 
time that notice would have been received in due course 
of mail if it had been deposited in the post office within 
the time specified in the preceding subdivision. 

Chain Method of Giving Notice of Dishonor. It is 
desirable that all notices of dishonor be mailed simultane- 
ously by the holder. However, the law provides that a 
party receiving notice of dishonor has, after receipt thereof, 
the same time for giving notice to antecedent parties that 
the holder has after the dishonor. If the holder, relying on 
this provision, notifies only the last indorser, he takes the 
risk that each indorser will transmit the notice within the 
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prescribed time. If any indorser exceeds the allotted time, 
his delay cannot be made up by diligence of prior indorsers, 
and the holder will have failed to perfect his right of re- 
course against all indorsers prior to the dilatory party. 
These notices must be “served hot off the griddle.” 

Notice Duly Mailed Presumed to Have Been Re- 
ceived. Where notice of dishonor is duly addressed and 
deposited in the post office, the sender is deemed to have 
given due notice, notwithstanding any miscarriage in the 
mails. Notice is deemed to have been deposited in the post 
office when deposited in any branch post office or in any letter 
box under the control of the Post Office Department. Where 
a party has added an address to his signature, notice of dis- 
honor must be sent to that address; but if he has not given 
such address, then the notice must be sent as follows : 

1. Either to the post office nearest to his place of resi- 
dence, or to the post office where he is accustomed to re- 
ceive his letters; or 

2. If he lives in one place and has his place of business 
in another, to either place; or 

3. If he is sojourning in another place, to the place 
where he is sojourning. 

But where the notice is actually received by the party 
within the time specified above, it will be sufficient, though 
not sent in accordance with the requirements of this section. 

Excuses for Non-Diligence. Notice of dishonor is dis- 
pensed with when, after the exercise of reasonable dili- 
gence, it cannot be given to or does not reach the parties 
sought to be charged. Delay in giving notice of dishonor 
is excused when the delay is caused by circumstances be- 
yond the control of the holder and not imputable to his 
default, misconduct, or negligence. When the cause of de- 
lay ceases to operate, notice must be given with reasonable 
diligence. 

Waiver. Notice of dishonor may be waived, either 
before the time for giving notice has arrived or after the 
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omission to give due notice, and the waiver may be ex- 
pressed or implied. 

When Notice of Dishonor Not Required to Be Given. 
Notice of dishonor is not required to be given to the drawer 
where he is also the drawee or the person to whom the 
bill is presented for payment, where the drawee is fictitious 
or incompetent, or where he has no right to expect or re- 
quire that the drawee or acceptor will honor the instru- 
ment, or where he has countermanded pajunent; nor is it 
required to be given to an indorser who indorsed knowing 
that the drawee was fictitious or incompetent, or where 
the instrument was made or accepted for his accommoda- 
tion or was presented to him for pa3ment. 

PROTEST 

Protest, in the broad sense, implies or includes: 

(a) Due presentment of the instrument for payment or ac- 
ceptance by a notary public; 

(b) Dishonor; 

(c) Due notice of dishonor given by the notary public to parties 
secondarily liable (drawer and indorsers); 

(d) Due noting: a notation made by the notary public on the 
face of the instrument and on the day of dishonor, reciting the 
reason given (“insufficient funds,” “account closed”) and signed 
or initialled by the notary; 

(e) Certificate of protest. This is a formal extension of the 
memorandum made by the notary public on the face of the bill. 
Such extension is on a separate paper and may be made at any 
time subsequent to noting. It must be annexed to the bill, or 
must contain a copy thereof, and must be under the hand and seal 
of the notary making it, and must specify: 

(1) The time and place of presentment; 

(2) The fact that presentment was made and the manner 
thereof; 

(3) The cause or reason for protesting the bill; 

(4) The demand made and the answer given, if any, or 
the fact that the drawee or acceptor could not be found. (Where 
notice of dishonor has been given before a formal certificate of 
protest has been executed, a recital to that effect is ordinarily 
included in the certificate.) 

Protest, in the narrow sense, refers to this certificate of 
protest and does not embrace the antecedent steps whidi 
are induded in the broad meaning of the term. If not 
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made by a notary, protest may be made by any respectable 
resident of the place where the bill is dishonored, in the 
presence of two or more credible witnesses. The certificate 
of protest is admissible as prima facie evidence of the 
truth of the recitals contained therein as to demand and 
notice of dishonor, and thus facilitates proof that the neces- 
sary steps were taken to fix the liability of parties secondari- 
ly liable. If the truth of the recitals in the certificate is 
properly challenged, the notary public must appear in per- 
son on the trial of the action as a witness, his credibility, 
like that of any other witness, being open to question. 

When Protest Required. Where any negotiable in- 
strument has been dishonored, it may be protested for non- 
acceptance or nonpayment, as the case may be; but protest 
is not required, except in the case of foreign bills of ex- 
change (a foreign bill is one appearing on its face not to be 
“both drawn and payable within this state”). Where a for- 
eign bill appearing on its face to be such is dishonored by 
nonacceptance it must be duly protested for nonacceptance, 
and where such bill which has not previously been dishonored 
by nonacceptance is dishonored by nonpayment it must be 
duly protested for nonpayment. If it is not so protested, the 
drawer and indorsers are discharged. 

Waiver of Protest, A waiver of protest is deemed to 
be a waiver not only of formal protest but also of present- 
ment and notice of dishonor. The words “Waiving Protest” 
appearing on the face of the instrument constitute such 
waiver. If these or similar words appear on the reverse 
of the instrument, they may be held applicable only to the 
indorser whose signature appears immediately below them. 

WARRANTIES OF INDORSER 

On the sale of goods there is an implied warranty that 
the seller has good title and there may be, in addition, an 
implied warranty that the goods are of merchantable quality 
or fit for a certain purpose. Similarly, one who indorses 
a negotiable instrument impliedly warrants his title and cer- 
tain other matters. Even the qualified indorser who does 
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not guarantee payment of the instrument may, nevertheless, 
incur liability for breach of one or more of the implied 
warranties. And although the general indorser’s obligation 
to pay the instrument may never become absolute because 
of non-presentment or omission to give due notice of dis- 
honor, he may nevertheless be held liable if there has been 
a breach of implied warranty. His liability as warrantor is 
distinct from his liability to pay the instrument. No steps 
(due presenfment, due notice of dishonor, protest) are 
necessary to fix an indorser’s liability for breach of war- 
ranty. 

Implied Warranties of Qualified Indorser. Every per- 
son negotiating an instrument by delivery or by a qualified 
indorsement warrants: 

1. That the instrument is genuine and in all respects 
what it purports to be. (D indorses a $500 check to P 
“without recourse.” The check was originally drawn for 
$50 and had been raised to $500, but this was not known 
to D or P. P took the check for value and satisfied the 
requirements of a holder in due course. P can recover a 
judgment against the drawer in the amount of $50, and 
a judgment against D in the amount of $450 for breach of 
the warranty of genuineness. Note that D is. liable notwith- 
standing the fact that he had no knowledge of the forgery.) 

2. That he has good title to it. 

3. That all prior parties had capacity to contract. (D 
for value transfers a bearer note to P without any indorse- 
ment whatsoever. The maker is an infant, which fact was 
not known to either D or P. P can obtain a judgment 
against D for breach of D’s implied warranty as to the ca- 
pacity of the maker. But D is liable only to P — D’s imme- 
diate transferee — as D did not indorse. If D had indorsed 
“without recourse,” D would be liable not only to P, but to 
all subsequent holders.) 

4. That he has no knowledge of any fact which would 
impair the validity of the the instrument or render it value- 
less. (D, knowing that a note is invalid for want of con- 
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sideration, indorses it “without recourse” to P for value. 
P does not know of the defense, but takes the note after 
maturity, and hence is not a holder in due course. P sues 
the maker, who defends on the ground of no consideration. 
P notifies D of the pending suit and gives D an opportunity 
to control the litigation. P loses his case against the maker. 
P can now enforce D’s liability for breach of warranty. 
Similarly D would be liable in warranty if he indorsed 
“without recourse” a note which he knows to be invalid for 
usury or illegality.) However, a qualified indorser does not 
warrant the solvency of prior parties, and cannot be held 
liable (in the absence of bad faith or active concealment) in 
the event of the maker’s insolvency. A qualified indorse- 
ment has been held to entail liability for breach of warranty 
extended by analogy to facts not directly within any one 
of the four warranties enumerated above. (D indorses a 
note “without recourse” to P. The note is secured by a 
lien. D, after indorsing to P, releases the lien. If P fails 
to collect from the maker, P can collect from D, The court 
grounds the recovery on an implied warranty by D that he 
will do no act to prevent P from collecting the note.) 

Implied Warranties of the General Indorser. The 
general indorser also warrants title, genuineness, and capaci- 
ty of prior parties — in terms identical with those of the 
qualified indorser as set forth in (1), (2), and (3) of the 
preceding section. In place of (4), however, the general 
indorser warrants: “that the instrument is at the time of 
his indorsement valid and subsisting.” Hence, in the ex- 
amples given in (4) above, if D had indorsed without 
qualification, he would be liable to P even if he had no 
knowledge as to the defect or infirmity in the instrument. 

Sale of Public or Corporate Securities. Brokers and 
other persons “negotiating public or corporate securities, 
other than bills and notes” do not warrant the capacity of 
prior parties. (Under authority of acts of the legislature 
of Kansas, the dty of Topeka issues bonds. The D bank 
buys some of these bonds and sells some to P, an investor. 
The Supreme Court of the United States subsequently de- 
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cides that the legislature of Kansas had no power to pass 
the acts authorizing the issue of the bonds and that the 
bonds are void. D is not liable to P for breach of implied 
warranty. D did not impliedly warrant that the city of 
Topeka had the capacity to issue the bonds in question.) 

Warranties of Restrictive Indorser. Writing one’s 
name on the back of a check upon presentment for payment 
does not warrant to the drawee bank the genuineness of 
the holder’s signature or the genuineness of prior indorse- 
ments, since the bank is not to purchase or become the 
holder or transferee of the instrument, but to pay it 
(whereupon it is extinguished and becomes merely a 
voucher). Such writing is not an indorsement under the 
law merchant. Nevertheless, it has been held that a restric- 
tive indorser (“for collection’’) impliedly warrants that the 
instrument is genuine and that he has good title to it. 
Where a drawee bank receives or pays a check which is 
restrictively indorsed, it may protect itself by insisting that 
the transferor add to the restrictive indorsement the words : 
“Previous indorsements guaranteed.” It has been held that 
the right of the drawer (as well as the right of the holder) 
to have the bill paid according to its terms is violated by 
the drawee’s refusal to pay a bill (at maturity) except upon 
“indorsement” by the person presenting it for payment. 



Chapter XXXII 


HOLDERS IN DUE COURSE 


Before reading this chapter, read again the introductory 
matter (pp. 165 f.) so that you will have in mind, in a general 
way, the importance of determining whether a plaintiff (in 
an action on a negotiable instrument) has the status of a 
holder in due course. 

DEFINITION OF HOLDER IN DUE COURSE 

A holder is a payee or indorsee of a bill or note who is 
in possession of it or is the bearer thereof. A holder in 
due course is a holder who took the instrument under the 
following conditions: 

1. That it is complete and regular upon its face; 

2. That he became the holder of it before it was over- 
due and without notice that it had been previously dishon- 
ored (by nonacceptance), if such was the fact; 

3. That he took it in good faith and for value; 

4. That at the time it was negotiated to him he had 
no notice of any infirmity in the instrument or defect in 
the title of the person negotiating it. 

“Complete and Regular upon Its Face.” An instru- 
ment payable “on or before . . i after date” is not complete 
and regular; the same has been held (with far less plausi- 
bility) as to a trade acceptance dated August 1, 1919, pay- 
able “December 1” (not naming the year) ; and it has been 
held that an instrument drawn by A to the order of B, 
naming no drawee, with a purported acceptance signed by 
D, written across its face and reciting that “this obligation 
arises out of the actual purchase of goods from the drawer” 
is not complete and regular ifl view of the blank for the 
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drawee’s name. An instrument having the figures in the 
upper left hand comer and a blank space for the amount 
in words is complete and regular on its face, since the 
court can ascertain, within the four comers of the instru- 
ment and excluding nothing there appearing, the terms and 
conditions of the obligation. 

“Before It Was Overdue.” 

1. Time Paper. So far as his direct rights are con- 
cerned, a transferee of time paper after its fixed maturity 
is not a holder in due course and takes subject to all defenses, 
personal as well as real (when bearer bonds of P were stolen 
before maturity and purchased by D in good faith after 
maturity, D got no title: it did not appear [and there was no 
presumption] that the thief negotiated them to any bona fide 
holder before maturity). One taking a negotiable instru- 
ment after the maturity of an instalment of principal (with 
actual or constmctive notice that it is unpaid) is not a holder 
in due course. 

2. Demand Paper, Where an instrument payable on 
demand is negotiated an tmreasonable length of time after 
issue, the holder is not deemed a holder in due course. The 
maturity of demand paper is important in three respects: 
(1) When is it overdue so that one taking it is not a holder 
in due course? (2) When is it too late to present it for 
payment for purposes of charging parties secondarily lia- 
ble? (3) When does the Statute of Limitations begin to 
run? As to the first question, the expression “reasonable 
time” cannot (aside from usage) be fixed with precision 
except in reference to the circumstances of the particular 
case showing the intention, expectation, and agreement of 
the parties. It has been held that the lapse of twenty-four 
days from the date a check was issued does not per se give 
it the appearance “of a dishonored draft or of an overdue 
and unpaid promissory note,” and that more than two years 
is not too long in the case of a demand note that was to 
“lie so long as the payees were satisfied with it.” As to the 
second question, see Chapter XXXI. As to the third ques- 
tion, demand paper (whether or not drawing interest) is 
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actionable without demand immediately upon its issue; and 
the Statute of Limitations, therefore, begins to run as soon 
as the maker or acceptor is so bound. (However, the 
weight of authority before the N.LL. was adopted required 
a preliminary demand before action could be brought on a 
certificate of deposit. [Under the N.I.L. this has been held 
in at least one case to be unnecessary, but it cannot be said 
that the rule under the N.I.L. is settled.] Just as the Statute 
of Limitations does not begin to run against an ordinary 
bank deposit until a demand for payment is made, so it 
had been held that a demand was necessary to start the 
statute running against a certificate of deposit.) 

Good Faith. P (the person to whom the instrument 
is negotiated) may not have actual knowledge of any in- 
firmity therein or of any defect in the title of the nego- 
tiator; yet P may take the instrument in bad faith. P, 
purchasing a note without knowledge of specific facts but 
after being told that the maker intends to resist pa 3 nnent or 
that the transferor had no legal right to transfer (though 
honestly believing that the law would sustain the transfer), 
or purchasing it without inquiry into a canceled indorse- 
ment, has been held not a holder in due course. Similarly, 
there may be an issue of fact as to P's good faith where he 
pays $6,750 for notes aggregating $27,000 (the makers be- 
ing financially responsible). However, high — or even 
usurious — discount does not necessarily prevent one's being 
a bona fide holder. It is evidence, to be considered in the 
light of all other relevant circumstances, on the issue of 
good faith. In some courts actual suspicion (and, generally, 
taking with notice that there is something wrong, without 
notice of the particular wrong) prevents P from being a 
holder in due course; but it would seem the better rule 
that neither knowledge of suspicious circumstances, nor 
reasonable cause to know that the facts were not as repre- 
sented by the transferor, nor doubts as to the genuineness 
of the title, nor gross negligence on the part of P, singly 
or together, are sufficient to defeat P's recovery unless 
amounting to proof of bad faith. (That P was negligent 
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or forgetful as to an earlier notice that certain bonds ac- 
quired by P had been stolen does not necessarily prevent 
P’s being a holder in due course.) 

Nonpayment of interest is not in law dishonor of a nego- 
tiable instrument, but is a fact to be considered on the issue 
of good faith. 

1. Corporate Paper Used to Pay Personal Debts. Most courts 
hold that one is put on inquiry by an instrument to the order of 
A (or to a third person) made or drawn by “D corporation by A, 
treasurer," and negotiated (as P does or should know) for A*s 
individual advantage. It is also held that while the question of 
holding in due course is one of fact in such a case, if corporate 
paper is payable to the creditor (so that it is on its face a mis- 
appropriation of corporate funds to pay an individual debt) the 
latter cannot, as a matter of law, be a holder in due course. 

2. Knowledge that D Signed for Accommodation. P’s knowl- 
edge that D (an individual person) signed for accommodation 
does not prevent P's being a holder in due course, but if D were 
a corporation and if its signature were not only an accommodation 
signature (as P knew) but ultra vires as well, then P (though a 
holder in due course) could not hold D thereon. P, having actual 
knowledge of the accommodation character of the D corporation’s 
signature is charged with constructive notice of the fact that it 
was ultra vires. Similarly a note made by A to the order of B. 
indorsed “D & Company by A” (for B's accommodation without 
D’s consent, A and D being members of D & Company) and 
then endorsed by B to P, carries notice from its form to P (a 
bona fide taker before maturity, and without actual notice) that 
it is prima facie for accommodation; and so he cannot hold D. 

3. Recital of Eaecuto^ Consideration. An instrument reciting 
executory consideration is negotiable, and one taking it for value 
before maturity without notice that the consideration has failed 
may be a holder in due course; he need not follow the trans- 
actions between the original parties, or avrait the consummation 
of the transaction giving rise to the instrument. 

4. Antedated and Postdated Instroments. One to whom an 
antedated or postdated instrument is delivered acquires title 
thereto as of the date of delivery; the instrument is not invali- 
dated by antedating or postdating not done for an illegal or 
fraudulent purpose. Strictly speaking, a “postdated check” is 
neither a check (because not payable on demand) nor an or- 
dinary bill of exchange (which may be presented for acceptance, 
with immediate right of recourse against parties secondarily liable 
in case of dishonor). It is (by the weight of authority) ne- 
gotiable (and may thus come into the hands of a holder in due 
course) from the time of issue andT before the date written. P 
(holder in due course of a postdated check) may therefore main- 
tain suit against D (drawer) notwithstanding that D had a defense 
good as against A (payee). 

Value. The law merchant was not concerned with 
consideration. Mercantile instruments were binding (and 
were sustained in the mercantile courts) by their own force. 
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When, however, the question of their enforcement came 
up in the common law courts, the judges treated them as 
another form of specialty (analogous to the instrument 
under seal, which ‘‘imported” consideration) and proof of 
execution together with production made out a prima facie 
case. 

Every negotiable instrument is deemed prima facie to 
have been issued for a valuable consideration, and every 
person whose signature appears thereon to have become a 
party thereto for value. Value is any consideration suffi- 
cient to support a simple contract; but where the transferee 
receives notice of any infirmity in the instrument or defect 
in the title of the person negotiating the same before he has 
paid the full amount agreed to be paid therefor, he will be 
deemed a holder in due course only to the extent of the 
amount theretofore paid by him. While a “mere executory 
promise to pay an agreed price” is not value for the transfer 
of a negotiable instrument, the drawer of a negotiable check 
(P) delivered in good faith in exchange for a negotiable note 
made by D (before the maturity of the latter and without 
notice of an infirmity or defect therein) may be found to 
have given value as of the time of such delivery, notwith- 
standing receipt of notice of an infirmity or defect in the 
note before the check is paid by the drawee ; from this point 
of view the giving of a negotiable instrument is the same as 
the giving of cash because each instrument is an independent 
obligation not conditioned on payment of the other, and it 
has even been held that P is not bound to stop payment on 
his check upon discovery of an infirmity in the other instru- 
ment or defect in the title of the person negotiating it. Where 
value has at any time been given for the instrument, the 
holder is deemed a holder for value in respect to all parties 
who became such prior to that time. 

1. Antecedent Debt Is Value. In nearly all courts the mere 
taking of a negotiable instrument as security for an antecedent 
debt (whether matured or not) is value, as is mere satisfaction 
(absolute or conditional) of all or part of an antecedent debt. 

2. Where Holder Has a Lien on the Instrument. Where the 
holder has a lien on the instrument (arising either from contract 
or by implication of law) he is deemed a holder for value to the 
extent of his lien. An indorsee (P), holding as collateral security 
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for an obligation running to P from A (indorser) an instrument 
on which D is bound, and being a holder in due course thereof, 
is entitled to recover the whole amount of the instrument unless 
D has a defense against A, in which case P (though holder in 
due course) recovers only the amount for which the instrument 
was held as security. (A, maker of a note indorsed by D for his 
accommodation, misapplied it by wrongfully transferring it as 
collateral to P before maturity. A later paid part of his debt. 
P, though acting throughout in good faith and giving value, can 
recover as against D only the amount of the debt due him.) 

3. Deposits and Discounts. Where A deposits items for col* 
lection to the credit of his account in P bank (whether such items 
are restrictively indorsed or not), P is not a purchaser for value 
merely because P has provisionally credited such items to A’s 
account in^ anticipation of their actual collection. So long as A’s 
deposit is intact and so long as P has not absolutely bound itself 
to account for the amount or given value aside from Ihe obliga- 
tion created by accepting the items for collection, P will not be 
deemed to have given value. But P is held to have given value if 
the entire deposit is withdrawn by the bank having honored checks 
to the full amount of the deposit as it stood at the time of deposit- 
ing the paper (and including the proceeds thereof, but not sub- 
sequent deposits) or "where the creit is applied to the pa 3 mient of 
a debt due from A to P: the courts are not agreed as to whether 
or not the bank has given value if any substantial portion less 
than all of the deposit has been withdrawn. Checks presented are 
taken as paid from the earliest deposits (“first in is first out”). 
Thus: 

September S: Credit Balance $ 295.08; 

6: Note due Sept. 11, dis- 
counted for credit 1,241.90; 

7: Deposit 1,000.00; 

Checks paid left balance 
at close of business 209.63; 

Heidi P was a holder in due course. 

HOLDER UNDER HOLDER IN DUE COURSE 

A holder (P) who derives his title through a holder in due 
course (B), and who is not himself a party to any fraud or 
illegality affecting the instrument, has all the rights of B 
in respect of all parties prior to B. (D is induced by A’s 
fraud to sign and deliver his promissory note to A. A nego- 
tiates the notq to B, a holder in due course. B, after matur- 
ity, indorses the note to C; and C indorses the note to P, 
who knows that it was obtained by fraud. P can, neverthe- 
less, enforce D*s liability on the note. P is not a holder in 
due course, but he can trace his title through B ; and, accord- 
ingly, P enjoys the benefit of B’s position. P's knowledge of 
the fraud is immaterial, as he did not have any part in it. 
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[This is the majority rule ; there is authority to the effect that 
one is guilty of fraud if he takes or negotiates with notice 
thereof.] ) 

Seacquisition. Assume that in the preceding illustra- 
tion P, after assisting A to defraud D, had acquired the 
note directly from A (the payee). Subsequently, the note 
is negotiated to B, a holder in due course. At maturity 
the note is not paid by D, and P takes it up. Under the 
circumstances P caimot enforce D’s liability. P is remitted 
to his original position which he occupied when he first 
acquired the note from A. P will not be permitted (on 
reacquiring the note) to “shelter himself” behind the rights 
of C, the holder in due course. However, a holder in due 
course who transfers the instrument with a guaranty of 
pa3mient and reacquires it (to protect his guaranty) under 
circumstances imputing knowledge of an infirmity does 
not lose his original position as holder in due course. The 
original status of the holder determines his rights, not his 
status at the time of reacquisition. 

PAYEE AS HOLDER IN DUE COURSE 

In most states the payee may be a holder in due course, 
if the payee is disconnected with the transaction which gave 
rise to the instrument. (A in New York, purchases from 
the X bank its check drawn on the Y bank in Chicago pay- 
able to the order of B, A's creditor. A mails the check to 
B- B, although payee, would generally be treated as a 
holder in due course.) 

EVERY HOLDER PRESUMED TO BE A HOLDER 
IN DUE COURSE 

Every holder is deemed prima facie to be a holder in 
due course. (P sues D on a promissory note made by D 
pa3rable to the order of A and by A indorsed to P. P is 
presumptively a holder in due course, but if D offers evi- 
dence [which is believed] that A obtained the note by fraud, 
P can no longer rely on the presumption in his favor but 
must introduce evidence to establish that he satisfies each 
of the requirements of a holder in due course.) 
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TRANSFER OP ORDER PAPER WITHOUT 
INDORSEMENT 

Where the holder of an instrument payable to his order 
transfers it for value without indorsing it, the transfer vests 
in the transferee such title as the transferor had therein, and 
the transferee acquires, in addition, the right to have the in- 
dorsement of the transferor. But for the purpose of deter- 
mining whether the transferee is a holder in due course the 
negotiation takes effect as of the time when the indorse- 
ment is actually made. 

When an instrument is landed over for valuable con- 
sideration, the indorsement is a mere form; the transfer 
for consideration is the substance, creating an equitable 
right and giving the transferee the right to call for the 
doing of the formal act necessary to substantiate that right. 
The N.I.L. (changing the previous rule whereby a transfer 
without indorsement conveyed merely an equitable title and 
destroyed the negotiability of the instrument) provides that 
such legal title as the transferor had is in the transferee, 
together with the right (in the absence of other agreement) 
to have the indorsement of the transferor in order to pre- 
serve the negotiability of the paper and to make him liable 
(it has been held) as indorser without qualification. Until 
the indorsement is actually put on, however, the transferee 
is merely an assignee of an ordinary chose in action and 
cannot be treated as a holder in due course. If the indorse- 
ment is not actually put on until after maturity, it does not 
(except as to an equity outside the instrument itself) re- 
late back, and the holder takes subject to personal defenses 
available to a prior party before the indorsement is actually 
made. 


NEGOTIATION AFTER MATURITY 

An overdue instrument is still negotiable, and although 
(in the hands of one who neither is, nor makes title through, 
a holder in due course) it is subject to defenses existing 
at the time of transfer, it is certainly not “subject to the 
same defenses as if it were nonnegotiable."' Thus payment 
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by D (maker) to A (payee), of a past due note after its 
negotiation by A to P after maturity, is no defense to an 
action by P, since D made the instrument negotiable and 
cannot rightly assume that it has not been transferred. (The 
result would of course be different were the note a non- 
negotiable chose in action or had the payment been 
[after maturity but] prior to the transfer by A.) Maturity, 
however important in relation to the indorser’s contingent 
contract to pay the instrument, is inconsequential if we 
consider an indorsement as a conveyance of the legal title to 
an instrument regarded as a species of property. Accord- 
ingly, one acquiring the legal title to the instrument in good 
faith and for value (even after maturity) is protected 
against latent equities respecting it. Such a bona fide pur- 
chaser of a negotiable instrument (D) from one having 
apparent legal title thereto (A) may claim the benefit of 
estoppel as against P who clothed A with the indicia of 
ownership. 



Chapter XXXIII 


REAL AND PERSONAL DEFENSES 

IMMEDIATE, REMOTE. AND PRIOR PARTIES 

1. Immediate Parties. Assume that A makes and 
delivers his promissory note to B (payee), and that B in- 
dorses to C, and C to D. AB are said to be immediate 
parties, because they are in direct contractual relation with 
each other.^ The same is true of BC and CD; therefore 
BC and CD are also immediate parties. 

2. Remote Parties. In the preceding illustration AD 
are remote parties — that is, parties who were not in direct 
contractual relation with each other. Other pairs of remote 
parties are : AC, BD. 

3. Prior Parties. In the illustration given in (1) 
above, ABC are prior parties with respect to D. 

REAL DEFENSES 

A real or absolute defense is one that is good against 
any holder, including a holder in due course (maker’s de- 
fense that he was an infant when he executed and delivered 
the instrument sued on). A personal defense (sometimes 
called an equity) is available to prior parties among them- 
selves, but is not good against a holder in due course (mak- 
er’s defense of want of consideration). The Negotiable 
Instruments Law coyly refrains from distinguishing in 
terms between real and personal defenses. Real defenses 
include: nondelivery of an incomplete instrument, want of 
authority, forgery, material alteration, incapacity (but the 
law of each state must be examined as to the effect of insan- 

1 Where, however. A makes and delivers to X Can intermediary) his (A's) 
promissory note payable to the order of B, and X delivers the note to B 
(l^yee) for value. A and B are not immediate parties. Immediacy sigmnes 
privity, not mere iwoKuoity. 
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ity, coverture, and complete intoxication [in some states]), 
fraud in the essence of the contract (fraud in the factum: 
Bigning an instrument in nonnegligent reliance upon an as- 
surance that it was a contract of an entirely different kind), 
s otne kinds of illegality (depending on the statutes involved, 
and including, ordinarily, usury and gambling acts) and an 
ultra vires signature by a corporation as accommodation party 
(if the holder took with notice that the signature was for 
accommodation). Speaking generally, therefore, negoti- 
ability means that (1) if the instrument is negotiable, and 
(2) if it is in the hands of a holder in due course or of 
one (not a holder in due course) deriving his title through 
a holder in due course and not himself a party to any fraud 
or illegality affecting the instrument, then (3) he holds it 
free from personal defenses available to prior parties as 
between themselves, and subject only to the real defenses 
just enumerated. We shall now consider eadi of these in 
some detail. 

Nondelivery of an Incomplete Instrument. In order 
that the circulation of negotiable instruments, as part of 
the mercantile currency of the country, may not be im- 
peded, there is not only a conclusive presumption in favor 
of a holder in due course that all prior parties upon an 
instrument in his hands made valid delivery thereof, but 
also a presumption of fact that a party whose signature 
appears upon an instrument no longer in his possession 
made valid and intentional delivery thereof. (An instrument, 
in form a note, on which the maker ID] was about to insert 
a condition [insuring delivery of the property for which the 
note was given, as a condition precedent to its validity], 
snatched from him hy the payee and negotiated to P [a 
holder in due course], is enforceable 1^ the latter). It is 
this condosive (non-rebuttable) presumption of delivery 
that protects one who buys stolen negotiable securities, pro- 
vided, of course, he buys for value and in good faith and 
before maturity, and is a holder in due course. But this 
presumption applies only to completed instruments. It does 
not apply to an incomplete instrument which has not been 
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delivered. If such instrument is completed and negotiated 
(without authority), even a holder in due course will be 
unable to subject to liability any person whose signature 
was placed thereon before deliver}'. (D signs a check in 
blank and leaves it on his desk. A, wrongfully takes the 
check, fills it in, and indorses it to P, a holder in due course. 
If D stops payment, and P sues D, judgment will be for 
D. [However, if D had not succeeded in stopping payment, 
the drawee bank (X) would probably be justified in charg- 
ing the check to D’s account. As between D and X, if any 
loss is occasioned by signing checks in blank, the loss falls 
on the depositor and not on X. But even if the check 
had been paid, D could sue to recover the proceeds of 
the check on the theory that P would be unjustly en- 
riched if he were permitted to retain the money.]) Care- 
lessness in keeping an incomplete instrument may estop a 
defendant from setting up that it was not delivered. 

Want of Authority. Where an agent (A) has signed 
an instrument on behalf of his principal (P), P is liable to 
no one (not even to a holder in due course) unless A had 
actual or apparent authority to sign P's name. True, where 
the instrument is wanting in any material particular the 
person in possession thereof has prima facie authority to 
complete it by filling up the blanks therein, and a signature 
on a blank paper (delivered by the person making the 
signature, in order that the paper may be converted into 
a negotiable instrument) operates as a prima facie authori- 
ty to fill it up as such for any amount. In order, however, 
that any such instrument when completed may be enforced 
against any person who became a party thereto prior to 
its completion, it must be filled up strictly in accordance 
with the authority given, and within a reasonable time. But 
if any such instrument, after completion, is negotiated to 
a holder in due course, it is valid and effectual for all pur- 
poses in his hands, and he may enforce it as if it had been 
filled up strictly in accordance with the authority given and 
within a reasonable time. (D signs and delivers to A a 
note with the amount blank, authorizing A to fill in an 
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amount not over $500. D owes A $550, and A accordingly 
fills in this amount. It has been held that A cannot enforce 
the note for any amount. If, however, after such comple- 
tion A indorses the note to P, a holder in due course, P 
can hold D liable for the face amount, $550.) Under the 
N.I.L. one taking an incomplete instrument before maturity 
in good faith and for value can no longer complete it in 
accordance with the representations of the person from 
whom he took it: he is (as against anyone becoming a 
party thereto prior to its completion) held to the actual 
authority given. Thus P, taking a note signed by D in 
blank and entrusted to A (comaker) to be filled up for the 
amount A owed P on a certain account (about $1,900), 
and filling it up for $4,561.39 (the amount of A"s general 
indebtedness to P), was put on inquiry as to A’s authority 
to complete the note “regardless of what A may have said” 
at the time he delivered the note to P ; and in P’s hands the 
note was, therefore, invalid as to the entire amount. 

Insertion of Date. Where an instrument expressed to be payable 
at a fixed period after date is issued undated, or where the ac- 
ceptance of an instrument payable at a fixed period after sight is 
undated, any holder may insert therein the true date of issue or 
acceptance, and the instrument shall be payable accordingly. The 
insertion of a wrong date does not avoid the instrument in the 
hands of a subsequent holder in due course; but as to him the 
date so inserted, is to be regarded as the true date (but it has 
been held that the insertion of a wrong date in an undated in- 
strument by one having knowledge of the true date of issue will 
avoid the instrument as to him.) 

Forgery. Where a signature is forged (as where it is 
made without the authority of the person whose signature 
it purports to be), it is wholly inoperative; and no right to 
retain the instrument, or to give a discharge therefor, or 
to enforce payment thereof against any party thereto, can 
be acquired through or under such signature, unless the 
party, against whom it is sought to enforce such right, is 
precluded from setting up the forgery or want of authority. 

The duty of care in preparing checks owed by the drawer 
to the drawee has been stated in terms of the contract duty 
of the banker to pay checks duly signed by the drawer 
having funds available, if the appearance and contents of 
the check present no reasonable ground for suspicion. Most 
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courts hold that the drawer is under a duty to his bank to 
examine returned checks, passbooks, and statements of ac- 
count within a reasonable time, in order to discover forgery 
and alteration and to give notice of them. This duty, how- 
ever, does not ordinarily require an examination of indorse- 
ments in order to determine their genuineness as the drawer 
may be in no better position than the drawee to make such 
determination. (A Massachusetts statute requires notice of 
forgery, want of authority, or material alteration to be given 
in writing by drawer to drawee bank within one year after 
the return of the instrument to the former. New York has 
a similar one-year statute with regard to forgery of the 
dravrer’s signature, and a two-year statute with regard to 
forged indorsements.) 

1. Impersonation. Where an instrument payable to the order 
of A is handed by the maker or drawer (D) to B with intent to 
deliver it to the person then before him (whom, after inquiry, 
he believes to be A) and B forges A*s name as indorser and the 
instrument comes into the hands of P (a holder in due course), 
dominant intent is held to be to deal with the person (B) 
identified by his visible presence (the ‘‘surest means of identifica- 
tion”), and B's indorsement (in the name of A, as B was desig- 
nated in the transaction) is therefore effective. Much less plausibly 
courts of high standing have reached the same result where the 
instrument has been indorsed by another person (X) of the same 
name (A) into whose hands it has come through misdelivery to 
which D’s negligence proximately contributed. On the other hand, 
where P drew on D bank a draft to his own order and endorsed 
specially to A (for whom B, a lawyer, falsely represented to P 
that he wanted a loan on a mortgage of land which B in fact 
owned), he may recover from D bank the amount paid by the 
latter upon the draft (handed by P to B), as distributed without 
P*s authority, where the signature of A (a nonexisting person) 
was forged. Similariy, where A was already known to maker or 
<kawer (or was more particularly identified by him by designa- 
tion, description, or title) or where neither he nor his agent had 
any dealings or communications of any kind with the impostor 
until he appeared (and then delivery was authorized, not to the 
impostor, but to the person whose identity he simulated) — his 
dominant intent is held in ^1 these cases to be that the instrument 
be paid to the person he thinks the impersonator is. This last situ- 
ation is to be distinguished from a case in which delivery is made 
to the impostor as the consummation of earlier dealings or nego- 
tiations (in the course of which the impostor deceived D as to his 
name and identi^) and with intent that the instrument be paid 
to the person with whom they were carried on, even though he 
was designated by a name he did not bear. Doubt in the xnind 
of D as to whether or not the person to whom he delivered the 
instrument is masquerading does not mean that he must at his 
peril determine the identity. Commercial and legal theory tends 
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more and more to disregard everything^ except what actually ap- 
pears on the instrument; only thus can merchants rely on the rule 
that a negotiable instrument, in the hands of ant innocent pur- 
chaser, will be paid according to its terms and intent and not 
otherwise. Where, instead of impersonating A, B falsely repre- 
sents himself to be the agent of A and so secures a check to the 
order of A, his indorsement of the instrument in A*s name is 
manifestly a forgery, whether or not A is an existing person. 

2. Fictitious Payee. When an instrument is payable to the 
order of a fictitious or nonexisting person, and such fact was 
known to the person making it so payable, it is payable to bearer. 
A fictitious person within this rule is a person whose name is 
intended and used by a maker or drawer executing the instrument 
as ^at of one who should never receive the instrument or have 
any right thereto^ or to its proceeds, the name being inserted as a 
matter of form, 'with intent that the instrument should not be 
payable to a particular person but to anyone having possession 
with or without the indorsement of the designated payee. If an 
employee (A) with authority from D to draw negotiable paper 
does so to the order of a fictitious or nonexisting person, it is 
bearer paper (although by an amendment to the Illinois statute 
the fictitious character or nonexistence of the payee must be 
Imown not only to A but to D as well): but if A (not having 
authority to draw negotiable paper) procures his employer (D) 
unwittingly to sign paper to the order of such a payee, and then 
he (A) forges the payee’s name, it is still order paper. If a person 
bearing the name of the designated payee in fact exists, and the 
maker or drawer (with knowledge thereof) intends that he shall 
receive and negotiate it (whether or not he has in fact an interest 
in the transaction) the instrument is order paper. The same is 
true if (although no person bearing that name has in fact any 
interest in the transaction) the maker or drawer thinks such a 
person does exist and has an interest in the transaction, and in- 
tends him to receive and negotiate the instrument. We have 
seen already that making an instrument payable to an impersonal 
payee — ^whose indorsement is obviously impossible — manifests an 
intent that it be bearer paper, negotiable by delivery. 

Material Alteration* Where a negotiable instrument 
is materially altered (even for the purpose of correcting 
an error) without the assent of all parties liable thereon, 
it is avoided, except as against (1) a party who has himself 
made, authorized, or assented to the alteration, and (2) 
subsequent indorsers (this is so if the identity of the con- 
tract is destroyed, whether the alteration is injurious or 
beneficial to the obligor: as where the amount pa}^ble was 
changed from $500 to $400). But when an instrument has 
been materially altered and is in the hands of a holder in 
due course, not a party to the alteration, he may enforce 
payment thereof according to its original tenor. Courts are 
divided as to the extent of D’a liability where he signs an 
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instrument (complete in all respects and without blanks at 
the timp of delivery but with obvious uncanceled spaces 
lefr by D) which is thereafter fraudulently raised by A and 
negotiated to P, a holder in due course. New York, Mary- 
land, Massachusetts, Texas, and some other states hold that 
D's negligence in signing such an instnunent is not the 
proximate cause of the loss by forgery or alteration, and 
accordingly limilj Ps recovery to the original amount. Other 
courts permit a recovery for the raised amount. 

What Alterations Are Material. Any alteration 
which changes (1) the date; (2) the sum payable, either 
for principal or interest ; (3) the time or place of payment ; 
(4) the number or the relations of the parties; (5) the 
medium of currency in which payment is to be made; or 
which adds a place of payment where no place of pa 3 unent 
is specified, or makes any other change or addition which 
alters the effect of the instrument in any respect, is a mate- 
rial alteration. 

Before the N.I.L. a material alteration (whether or not 
injurious to the obligor) avoided the instrument (as to 
parties then thereon) even in the hands of a subsequent 
holder in due course, for the reason that the changed instru- 
ment was no longer the identical contract made by the 
obligor. An innocent alteration made in good faith after 
delivery to correct an actual or supposed mistake has been 
held (although the decisions are not uniform) to avoid the 
instrument, but not to discharge or satisfy the original debt 
not extinguished by its execution (as would have followed 
from a fraudulent alteration). It is not clear on the au- 
thorities whether or not alteration in the N.I.L. includes 
spoliation (a material change by a stranger who neither is 
nor has authority from obligor or obligee) . 

Incapacity. Anr infant’s obligation upon a negotiable 
instrument is voidable by him (or by his heirs or personal 
representatives and probably by his guardian) even if it 
was given for necessaries and even if it was in the hands 
of a holder in due course. This privilege of avoidance is, 
however, personal and cannot be exercised hj his creditors 
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or trustee in bankruptcy, or by other persons collaterally 
interested. His indorsement, while not operating as a guar- 
antee of payment, is nevertheless effectual to pass title to 
the instrument. The similar disability of a married woman 
(like the right of the husband to realize upon his wife’s 
rights in general, including those in negotiable instruments) 
has almost entirely disappeared, except for her inability (in 
some states) to bind herself as surety for her husband (or, 
in some states, for anyone), and for the complete inability 
of either spouse in some states to assume a binding obliga- 
tion in favor of the other. 

The rules as to the liability of the insane person as party 
to negotiable instruments are not so clear. It has generally 
been held that he is not liable on a signature for accom- 
modation, but the courts are not in accord as to whether or 
not a signature by a lunatic (incapable of understanding 
the nature and quality, and not grasping the significance, of 
the transaction) is voidable as against one acting fairly and 
without actual or constructive notice of the incapacity. There 
is a similar lack of uniformity as to the right of timely dis- 
affirmance by a totally intcndcated person as against a holder 
in due course. 

Ultra Vires. In the hands of a holder in due course 
an ultra vires contract (on a negotiable instrument) of a 
manufacturing or trading corporation, having general 
charter authority to execute negotiable paper in the course 
of its business, is valid even thot^h the instrument was in 
fact executed for a noncorporate or other improper purpose 
beyond the sa)pe of that business. However, signing for 
accommodation of another is not commonly within the 
power of an ordinary commercial corporation, and if P 
took the instrument with notice or knowledge that the 
signature of D corporation was for accommodation, he 
cannot (though he is a holder in due course) hold D corpo- 
ration thereon. 

Fraud in the Execution (Fraud in the Factum). One 
signing an instrument under a misapprehension (induced by 
the payee) that it was an instrument of another character 
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(so that his mind did not act in the execution of the par- 
ticular agreement as and for what it purported to be) is 
not bound thereby, even to a holder in due course: the ob- 
jection, goes back of all questions of negotiability or holders 
in due course, and challenges the origin or existence of the 
paper itself as not in law or in fact what it purports to be. 
Of course, if one signs an instrument without a satisfactory 
excuse for not reading it or having it read to him, he may 
be chargeable with negligence giving rise to an estoppel. 
(A, dealing at arm’s length with D, presents to D for signa- 
ture a paper which A says is a “duplicate order,” D signs 
without reading it. The paper is a negotiable promissory 
note for $500. A indorses the note to P, a holder in due 
course. D is liable to P.) 

1 . Fraud in the Inducement. Fraud in the induce- 
ment is a personal defense. (A induces D to purchase stock 
by fraudulent misrepresentations. D gives his promissory 
note in pajment. If the note is indorsed to a holder in due 
course, D’s defense of fraud in the inducement will be cut 
off.) Fraud in the execution implies that D did not know 
what he was signing. Fraud in the inducement implies that 
D knew what he was signing, but that he was induced by 
fraud to sign. 

2. Duress. Duress (other than physical duress) is a 
personal defense. The title of a person who negotiates an 
instrument is defective when he obtained the instrument, 
or any signature thereto, by fraud, duress, or force and 
fear, or other unlawful means, or for an illegal considera- 
tion, or when he negotiates it in breach of faith, or under 
such circumstances as amount to a fraud. 

3. Renewal Note. Does Not Waive Fraud. A re- 
newal note made by D in ignorance of fraud of P (payee) 
or of partial failure of consideration as to the original note 
is no waiver of the defense to the latter. 

Statutory Invalidity. Illegality is ordinarily a personal 
defense not available as against a holder in due course, since 
one may not assert his own participation in an illegal trans- 
action in defense to suit by an innocent party (thus if D 
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makes a note to the order of A corporation for a stock sub- 
scription which A takes in violation of a legal requirement 
that stock be paid for in money, labor done, or property ac- 
tually received, it is enforceable by a holder in due course). 
If, however, an illegal transaction is made void by statute, as 
are gambling and usury in most states, the illegality is a real 
defense and P (holder in due course) cannot recover ; but the 
usury laws of each statQ must be consulted: some make the 
instrument void (and so entail loss of principal and interest), 
most preclude the recovery of any interest whatever, while 
some forbid only the recovery of excessive interest (and 
in each group some statutes expressly protect holders in 
due course). In a very few states there are either no usury 
laws or they are of limited application. 

DISCHARGE OF INSTRUMENT 

A negotiable instrument is discharged : 

1. By payment in due course by or on behalf of the principal 
debtor. Payment in due course means pa 3 anent at or after the 
maturity of the instrument to the holder thereof in good faith 
and without notice that his title is defective. It is generally held 
that payment of bearer paper in due course to a thief or a finder 
is a discharge. Where the maker or acceptor agrees to pay to the 
payee or to his order, he is bound, if he makes payment, to see that 
it is made accordingly — that is to say, to the then legal holder 
of the instrument (whether the payee or the person to whom he 
has ordered it paid); and it has been said that even a donee- 
indorsee (P) after maturity may require pajrment from the maker 
(D) notwithstanding payment by D to P's indorser (A) after 
the negotiation to P. 

2. By payment in due course by the party accommodated, 
where the instrument is made or accepted for accommodation. 

3. ^ By the intentional cancellation thereof (not necessarily in 
writing) by the holder. A cancellation made unintentionally, or 
under a mistake, or without the authority of the holder, is in- 
operative. 

4. By any other act which will discharge a simple contract for 
the payment of money. 

5. When the principal debtor becomes the holder of the in- 
strument at or after maturity in his own right. 

, By the holder's absolute and unconditional renunciation 
of his_ rights against the principal debtor made at or after the 
maturity of^the instrument. But a renunciation does not affect the 
rights of a holder in due course without notice, A renunciation must 
be^ in writing, unless the instrument is delivered up to the person 
primarily liable thereon (the person who, by its terms, is ab- 
solutely required to pay it). Renunciation means the surrender. 
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relinquishment, or abandonment of a claim with or without re- 
compense, including a gratuitous waiver as well as a release by 
accord and satisfaction. The holder may expressly renounce his 
rights against any party to the instrument, before, at, or after 
its maturity. 

When an instrument is discharged, all parties thereon are 
likewise discharged from liability. 

DISCHARGE OF PERSON SECONDARILY LIABLE 

A person secondarily liable on the instrument is dis- 
charged : 

1. By any act which discharges the instrument. 

2. By the intentional cancellation of his signature by the holder. 

3. By the discharge of a prior party otherwise than by opera- 
tion of law. (A makes a note payable to the order of B. B in- 
dorses to C, C to D, D to E, and E to F. If F intentionally 
cancels D’s signature, E is automatically discharged. It will be 
remembered that E is a guarantor. If E were compelled to pay, 
he would have a right of recourse against prior parties [A,B,C,D]. 
By the discharge of D, E*s right of indemnification has been im- 
paired; hence on strict suretyship principles E must be absolutely 
discharged notwithstanding the fact that he might sustain no 
damage 'where A, B, and C are financially responsible parties.) 

4. By a valid tender of payment made by a prior party. 

5. By a release of the principal debtor, unless the holder’s 
right of recourse against the party secondar^y liable is expressly 
reserved. 

6. By any agreement binding upon the holder to extend the 
instrument, unless made with the assent of the party secondarily 
liable, or unless the right of recourse against such party is ex- 
pressly reserved. 

7. By certification of a check at the instance of the holder 
(which discharges indorsers and the drawer, too). 

The drawer and indorsers are secondarily liable on the in- 
strument. Their liability is similar to that of a surety. On 
strict suretyship principles action by C (the creditor) or an 
agreement between C (creditor) and D (the principal 
debtor) discharges S (the surety) if the effect of such ac- 
tion or agreement is to impair or to suspend the surety’s 
right to indemnification or subrogation. This principle sup- 
ports rules 3, 4, 5, and 6 above. 

Where the instrument is paid by a party secondarily lia- 
ble thereon, it is not discharged; but the party so Tfsymg 
it is remitted to his former rights as regards all prior par- 
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ties, and he may strike out his own and all subsequent in- 
dorsements, and again negotiate the instnunent, except: 

1. Where a b31 of exchange payable to the order of a third 
person has been paid by the drawer, and 

2. Where an instrument was made or accepted for accom- 
modation and has been paid by the party accommodated. 

A bill to the order of a third person, returned to the drawer 
dishonored, may not then be negotiated by him so as to 
€3q)ose any of the parties otherwise discharged to a new 
liability thereon, as where D accepted a bill drawn Iqr A to 
the order of B but dishonored it by nonpayment and it was 
returned to B and later taken up by A, who assigned it to 
P: thus P cannot hold D, since the instrument is not negoti- 
able — otherwise a discharged party would be exposed to 
a new liability. (In order to hold D, P would have to make 
title through the payee; but the payee is discharged and his 
indorsement nullified by A's payment.) 

LIABILITY FOR WRONGFUL NEGOTIATION 

The obligor (P) may hold D in tort, presumptively for 
full value of the instrument, for wrongfully negotiating an 
instrument (and thus making P liable) to a holder in due 
course as against whom P’s personal defenses are cut ofi; 
and so where D negotiates to A (holder in due course) an 
instrument on which is an indorsement by P corporation, 
known to D to be ultra vires, creating thereby a liabilify 
(not previously existing) on which A recovered judgment 
against P, P can hold D liable. 
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Chapter XXXIV 

NATURE OF GENERAL PARTNERSHIP 

THE TWO THEORIES OF PARTNERSHIP 

The Aggregate Theor 7 . The development of partner- 
ship law has been affected by two conflicting theories as to 
the nature of a partnership. Under the aggregate theory of 
partnership at common law the firm had no separate legal 
personality: it was but the aggregate of the individual part- 
ners- It could not sue or be sued in the firm name, possess 
a distinctive seal, or hold the title to real estate. The com- 
mon law courts, conceiving that artificial legal personality 
could be conferred only by sovereign grant, refused to 
recognize as an entity a relation created by private contract. 

The Entity Theory. The entity theory of a partner- 
ship, on the other hand, conforms with the idea of a business 
man who thinks in terms of what “the firm owes me” and 
what “I owe the firm.” This theory was operative in de- 
veloping the characteristics of those associations which 
flourished in the Italian trade centers in the Middle Ages. 
In England, under the influence of Mediterranean trade, 
rules and customs pertaining to partnership developed as a 
constituent part of the law merchant. When the adminis- 
tration of the law merchant was taken over by the common 
law there followed confusion resulting from the application 
to the same facts of two partially inconsistent theories. In 
1890 the English law was codified by the English Partner 
ship Act. 

The Uniform Partnership Act. In the United States 
the need for uniform commercial laws led to the drafting 
of the Uniform Partnership Act by the National Conference 
of Commissioners on Uniform State Laws, which recom- 
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mended ''that the act be drawn on the aggregate or common 
law theory, with the modification that the partners be treated 
as owners of partnership property holding by a special ten- 
ancy which should be called tenancy in partnership.” The 
Act was first adopted in New York (1917) and by 1940 
had been adopted, with some variations, by twenty states. 

ESSENTIAL ELEMENTS OP A PARTNERSHIP 

The Act defines a partnership as "an association of two 
or more persons to carry on as co-owners a business for 
profit.” This means: 

Contract. There must be a contract of partnership. 
No particular form is required, but written Articles of Part- 
nership are customarily executed. A partnership may and 
often does exist in the absence of any express agreement, 
written or verbal, being implied from the actions of the 
parties. 

Capacity to Become Partners. Capacity to enter into 
the partnership relation is coextensive with the capacity to 
contract. 

1. Infant An infant can become a partner. He can act as 
an agent and make binding contracts on behalf of the firm. His 
own contract of partnership, however, is voidable. He may dis- 
affirm it and recover his capital contribution, with the qualifica- 
tion that he may not withdraw contributions to capital until firm 
creditors are satisfied in full, his share in firm property being 
subject to the claims of firm creditors. Even if the firm is in- 
solvent, he may avoid personal liability for firm debts, obligations 
that he himself may have created. 

2. Married Woman. The common law denied to a married 
woman the capacity to become a partner, although it subjected 
her capital investment in the business to the claims of creditors. 
Today in most states she has the capacity to become a partner, 
although in some she is denied the privilege of going into partner- 
ship with her husband. 

3. A Partnership. Two or more partnerships may combine 
with each other or with a natural person or persons to form a 
distinct partnership. Thus, if A and B are the members of one 
firm and C and D the members of another, the two firms may 
unite to foim the partnership X. Profits will be divided in ac- 
cordance with the agreement between the two firms, and then 
distributed by each firm to its members. On dissolution a similar 
division and distribution of assets will be made. But A, B, C, 
and D will each be individually liable to the creditors of firm X. 

4. A Corporation. For reasons of public policy a corporation 
cannot become a partner unless its charter expressly confers up- 
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on it such authorization. That is to say that as to a particular 
corporation the contract may or may not be ultra vires (beyond 
the charter powers). To determine the question, the charter 
must be examined. 

Partners Have Equal Rights of Management. An 
agent is subject to instructions from his principal. A part- 
ner, however, is not merely an agent for his copartners ; he 
is also a principal and, as such, has an equal voice with his 
copartners in the conduct of the business. Although this 
directional right may be limited or relinquished by agree- 
ment (and although a majority decision as to ordinary mat- 
ters connected with firm business is binding), its existence 
enables one to distinguish a partner from a mere agent. 

Partners Share Profits as Co-Owners of the Business. 
Co-ownership of property (real or personal) does not of 
itself establish the existence of a partnership, nor does the 
mere sharing of gross returns: e.g., as between the lessee 
of a theatre and the performers, or as between the owners 
of connecting bus lines each paying his own expenses. 

It is not merely the sharing of profits, but the sharing of 
them as a co-owner of the business that makes one a partner. 
The decisive test is this : Does the recipient of a share of the 
profits have an equal voice as proprietor in the conduct and 
control of the business? Does he own a share of the profits 
as proprietor of the business producing them? Thus, if one 
takes a share of the profits as payment of a debt, as wages, 
as interest on a loan, or as the consideration for the sale of 
property, he is not a partner. 

Community of interest in losses is essential to the part- 
nership relation, and while an agreement to share losses does 
not of itself establish the existence of a partnership, the 
absence of such an agreement is strong (though not con- 
clusive) evidence that no partnership exists. (Moreover, a 
partner may take an indemnification agreement from his co- 
partners. Such agreement would be operative only as be- 
tween the contracting parties. Firm creditors would not be 
bound by any provision whereby one of the partners is to 
be saved harmless from losses, but could enforce toi its full 
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extent the individual liability of such a partner for the debts 
of the firm.) 

Business for Profit. An unincorporated association is 
not a partnership unless it was formed for the purpose of 
making profits directly as a result of the business to be 
carried on. An association may own property and even en- 
gage in business transactions and yet not be a partnership. 
Examples are: trade associations, patriotic, civic, charitable, 
or religious societies, benevolent and fraternal orders. 


KINDS OP PARTNERS 

Ostensible Partner: active 'and known as a partner. 

Active Partner: may or may not be ostensible as well. 

Secret Partner: active but not known or held out as a 
partner. 

Dormant Partner: inactive and not known or held out 
as a partner. 

Silent Partner: inactive (but may be known to be a 
partner) . 

Partners falling in any of these five classes are all indi- 
vidually liable for firm obligations in the same unlimited 
degree. 

Nominal Partner {Partner by Estoppel ) : not a true partner in any 
sense, not being a party to the partnership agreement. However, 
he holds himself out as a partner, or permits others to make 
such representation by the use of his name or otherwise, and is 
therefore liable as if he were a partner to third persons who have 
given credit to the actual or supposed firm in reliance on the 
truth of such representation. Thus if A, having no interest in 
the busmess or profits of the partnership B and C, permits his 
name to be used as part of the firm name and acquiesces in repre- 
sentations that he (A) is a member of the firm, A is liable as a 
partner to third persons who have been induced to extend credit 
to the firm on the strength of such representations. It will be 
perceived that A’s liability here is grounded on estoppel; hence 
the term partner by estoppel would seem preferable to nominal 
partner as more accurately indicating the noncontractual nature 
of iht liability. 

Subpartner: one who, not being a member of the partnership, 
contacts with one of the partners in reference to participation in 
the interest of such partner in the firm business and profits. Con- 
sent of the other partners is not requisite to validate such an 
agreement, because the subpartner is not a member of the part- 
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nership, has no voice in its affairs, ordinarily has no right to 
demand an accounting from it, and is not (by the majority rule) 
liable to its creditors. Subpartnership agreements do not in any 
wise affect the composition, existence, or operations of the firm. 

Limited or Special Partner:^ risks only his agreed investment 
in the business. To limit his liability in this manner he must 
comply with governing state statutes, under which alone 
limited partnerships can be formed. He must carefully refrain 
from taking an^ active part in the management of the business; 
otherwise he will be held to the liability of a general partner. 
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PARTNERSHIP PROPERTY AND PROPERTY 
RIGHTS OF A PARTNER 

PARTNERSHIP PROPERTY AND 
PARTNERSHIP CAPITAL 

Partnership property is variable: partnership capital is 
constant. Partnership property includes not only the original 
capital contributions of the partners, but all property sub- 
sequently acquired on account of the firm or with firm funds. 
The value of partnership property may vary from day to day 
with changes in the market value of the firm assets. 

Partnership capital, on the other hand, represents the ag- 
gregate of the individual contributions made by the partners. 
Sudi contributions may be in cash or in property of any 
kind, the value of which has been fixed by agreement. 

It is not unusual for a person to be accepted as an equal 
partner although he makes no capital contribution to the 
firm. His skill, experience, or following may be such as to 
entitle him to equal status in regard to control and profit 
sharing with those who contributed cash or property. On 
liquidation, however, his distributive share will not include 
any portion of the capital. 

Loans or advances made by partners to the firm are not 
capital. Nor are undivided profits, unless otherwise agreed. 
Capital contributions are returnable only on dissolution, but 
loans are payable at maturity and accumulated profits may 
be withdrawn at any time by consent of a majority. Partner- 
ship capital, accordingly, remains unchanged at the amount 
fixed by agreement of the partners, and it is not affected by 
fluctuations in the value of partnership property or assets. 
A partner who owns, say, a building or a vessel, may agree 
to permit its use by the partnership for a fixed term. Here 
the partner contributes use but not title to the partnership 
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Stock. The building or vessel does not become partnership 
property. 

Personal Property. The acquisition and transfer of 
title to personal property may be effected in the real names 
of the partners or in the fictitious firm name where the latter 
is used to conduct business. 

Real Property. At common law the title to real 
property could be vested only in a natural person or in an 
artificial legal person. Hence, real estate could not be held 
or conveyed in the name of the firm, whidi, unlike a cor- 
poration, was regarded as a mere aggr^te of individuals 
having no s^rate entity or legal personality apart from 
that of the partners. 

The Uniform Partnership Act has modified the cofntnnn 
law rule and, following the entity theory, declares that real 
property may be acquired, held, and conv^ed in the firm 
name. Thus, a deed to the firm, naming it as grantee by its 
assumed name, passes the grantor's entire estate, even though 
words of inheritance are not used. 

The Finn Name. A firm name may designate the 
actual partners: e.g., “Johnson Bros.," “S. White & Sous"; 
or it may be assumed or fictitious : e.g., “The City Garage 
Co.,” “Frank Black & Co.” (there being no Frank Black in 
the concern). Some states prohibit the use of persons’ 
names as part of the firm name unless the persons named 
are partners. Where an assumed name is used some states 
require that a certificate be filed setting forth the assumed 
name as well as the true names of the partners conducting 
the business. The failure to comply with registration re- 
quirements may involve not merely penal consequences but 
inability to sue on contracts made in the (assumed) firm 
nams. The use of “& Co.” raises a presumption that those 
trading under such designation are partners. Some states 
prohibit the use of “& Co.” unless it designates a partner. 

A firm name is partnership properly and the right to its 
use may be sold or assigned, unless : 
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1. The name of a partner forms part of the firm name, 
or 

2. The firm name is associated with the personal skill 
or professional qualifications of those carrying on the 
business. 

Statutes sometimes permit the transfer of partnership 
names of the kind mentioned in 1 and 2 to successors or 
assignees. Such legislation is merely permissive and does 
not indicate that sudi names can be transferred unless all 
the partners consent thereto. 

Good Will. Lord Eldon's terse definition of good will 
is easy to remember: "Nothing more than the probability 
that the old customers will resort to the old place.” It is a 
partnership asset which must be sold and accounted for on 
dissolution by those who liquidate the business. Elements 
to be considered in the valuation of good will are : 

1. Continuity of name 

2. Continuity of place 

3. Continuity of organization (where the business struc- 
ture is intricate). 

PROPEETY RIGHTS OF A PARTNER 

In Specific Partn^ship Property. The partners are 
co-owners of specific partnership property. The incidents 
of this tenancy in partnership are uniquely characteristic of 
the partnership relation, and differ from the property rights 
flowing from other forms of co-ownership sudi as tenancy 
in common or joint tenancy. Unless otherwise agreed, a 
partner has no right to possess any specific item of the part- 
nership stodc except for partnership purposes. Nor can he 
assign his right in spedfic partnership property unless all 
the partners unite in assigning their rights therein. For ex- 
ample, A and B are partners in a printit^ establishment 
which owns and operates twenty identical presses. A is per- 
sonally indebted to C and, without B’s consent, A delivers 
to C five of the presses in satisfaction of the debt, C acting 
in good faith and believing the presses to be A’s individual 
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property. The firm can recover possession of the presses 
from C. If C now sues A and obtains a personal judgment 
for the amount of A's debt, C cannot have any of the specific 
partnership property sold on execution to satisfy his judg- 
ment. Only A’s beneficial interest can be sold. The nature 
of this interest is explained below {Partner's Interest). 
When partnership property is attadicd for a partnership 
debt, the partners cannot (under the Uniform Partnership 
Act) claim any right under the homestead or exemption laws. 
Some few states, however, extend the exemption privilege 
to partnership property. 

On the death of a partner his right in specific partnership 
property vests in the surviving partners, not in the legal 
representative of the deceased partner (except when he was 
the last surviving partner). That is to say, the surviving 
partners have the right to wind up the business, and the 
executor of a deceased partner cannot insist on participating 
in the winding up process. 

In Specific Partnership Real Estate. The English 
courts came to treat land as personal property for all pur- 
poses (so far as consistent with the Statute of Frauds and 
the rules of conv^ancing). Accordingly, the personal repre- 
sentative of a deceased partner, and not his hdr, succeeded 
to suds real estate. This doctrine of "out and out conver- 
sion" was not generally followed in the United States. While 
treating partnership land as personalty as regards the firm 
business (induding the settlement of firm affairs) many 
American courts refused to cany the fiction of an equitable 
conversion further, adopting the theory of sub modo 
conversion. That is to say, if any real estate remained after 
firm affairs had been settled and was no longer required for 
firm purposes, it resumed its character as land and so de- 
scended as real estate according to the applicable laws of 
inheritance. The partners could, however, effect an "out and 
out conversion” ty express or implied agreement. It has been 
held that the Uniform Partnership Act adopted the “out and 
out conversion” doctrine, abolishing dower and curtesy with 
respect to spedfic lartnership real estate. 
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Partner’s Interest. A partner’s beneficial interest in 
the partnership consists of : 

1. His right to an equal share of the profits as they 
accrue. In the absence of other agreement profits are shared 
equally, and not in proportion to capital contributions, and 
losses are shared in the same ratio as profits. 

2. His right ultimately (on the winding up of the busi- 
ness and after the discharge of all liabilities to outside credi- 
tors, and to partners in respect of loans, and the return of 
capital contributions) to receive in cash his share of what 
remains of the partnership property. The value of hisi share 
usually cannot be accurately determined before the business 
has been liquidated. 

A partner may assign his interest (for example, as collat- 
eral security for a loan) without in any way relinquishing 
his status or affecting his duties in regard to the conduct 
of the business. Under such circumstances there wotdd seem 
to be no good reason why the assignment should of itself 
work a dissolution of the partnership. Nevertheless, under 
the common law the mere assignment of a partner’s interest 
dissolved the firm. The Uniform Partnership Act dianges 
this rule. It provides that the mere assignment by a partner 
of his interest does not dissolve the firm. The assignee, how- 
ever, during the continuance of the partnership, has only 
one right: to receive whatever share of the profits the 
assignor-partner would have been entitled to receive under 
the partnership agreement. “In case of a dissolution of the 
partnership, the assignee is entitled to receive his assignor’s 
interest and may require an account from the date only of 
the last account agreed to by all the partners.” 

Partner’s Interest Subject to Charging Order. The 
procedure evolved at common law for subjecting the interest 
of a partner to the claims of his separate creditors was both 
cumbersome and uncertain. The Uniform Partnership Act 
provides a new remedy for the separate judgment creditor. 
He may obtain a diarging order, providing that the interest 
of the debtor partner may be charged “with the amoimt of 
such judgment debt with interest thereon.” The court may 
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appoint a receiver of the debtor partner’s share of the pro- 
fits “and of any other money due or to fall due to him in 
respect of the partnership, and make all other orders, di- 
rections, accounts, and inquiries which the debtor partner 
migh t have made, or which the circumstances of the case may 
require.” The assignee or purchaser of a partner’s interest 
is entitled to a decree of dissolution upon application “at any 
time” if the partnership was a partnership at will, otherwise 
“after the termination of the specified term or particular 
undertaking.” 



Chapter XXXVI 


RELATIONS OF PARTNERS 
TO ONE ANOTHER 

THE PARTNERSHIP AGREEMENT GOVERNS 

Intra-partnership matters are governed by the Articles of 
Partnership. The division of profits and apportionment of 
losses, compensation for services, custody of books of ac- 
count, indemnity and contribution, management, interest on 
capital investment — ^these are but a few of the matters which 
the parties may by agreement effectively regulate as to them- 
selves, though the provisions will not in many cases be 
effective as to third persons dealing with the firm. As to 
intra-partnership matters not specifically dealt with by the 
Articles of Partnership, the following rules and principles 
will control. 


BOOKS AND INFORMATION 

Each partner has an equal right to inspect and make ex- 
tracts from the partnership books, which must be kept at the 
partnership place of business so that they may be accessible 
to the partners at all times. 

COMPENSATION FOR SERVICES 

A partner is not entitled to any compensation (other than 
his share of the profits) for his services, although they may 
outweigh those rendered by his copartners, except that under 
the Uniform Partnership Act "a surviving partner is en- 
titled to reasonable compensation for his services in winding 
up the partnership affairs.” 

GOOD FAITH 

Partnership is a fiduciaiy relation. Accordingly, a partner 
must account to the firm for secret profits made by him in 
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conducting the partnership business or by diverting his time 
or skill to a competing business. Similarly, he may not 
appropriate to himself any private advantage resulting from 
the business of the firm or secure for himself that which he 
should obtain (if at all) for the firm. Thus, he may not 
for his own benefit, and without the knowledge and consent 
of his copartners, take a renewal of a partnership lease, 
even though the renewal lease embraces additional space and 
is not to commence until the partnership expires. He may 
not use for himself information belonging to the firm or 
useful to it for any purpose within the scope of its business. 
He may not buy goods and resell them to the firm at a 
(secret) profit. 

If he engages in a noncompetitive business for his own 
benefit, his copartners are not entitled to share in the profits 
of such business (since the profits are not made in violation 
of his fiduciary duty) even though his action is inconsistent 
with an express covenant of the partnership agreement. But 
his copartners would seem clearly to be entitled to whatever 
other remedy by way of damages, injunction, or dissolution 
may be available. 

CONTRIBUTION AND INDEMNITY 

A partner: (1) must contribute towards losses (capital or 
otherwise) sustained by the partnership, in accordance with 
his share of the profit, (2) is entitled to indemnity by the 
firm as to payments made and personal liabilities reasonably 
incurred by him in the ordinary and proper conduct of its 
business (or to preserve its business or property), but not 
in respect to a loss caused by his own personal misconduct, 
negligence, or breach of the partnership agreement. Negli- 
gence, however, implies a degree of culpability beyond that 
involved in mere errors of judgment. 

PROFITS AND LOSSES 

1. The Articles of Partnership may fix: (a) to what 
extent a partner is to dhare in profits, and (b) to what ex- 
tent he must contribute to losses. 
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Any limitation or exemption a partner may enjoy under 
(b) is not effective as to creditors who may enforce his in- 
dividual liability for firm debts to the full extent. 

2. The Articles of Partnership may fix a partner’s share 
of the profits, but be silent as to the extent of his contri- 
bution to losses. In that event he must bear a part of the 
loss proportionate to his share of the profit. 

3. The Articles of Partnership may be silent both as to 
profit sharing and loss apportionment. In that event profits 
and losses are shared equally, and not in the ratio of capital 
contributions. 

Capital represents a debt of the firm to the contributing 
partner. If, on dissolution, assets are insufficient to repay 
capital investments, the deficit is a capital loss which requires 
contribution like any other loss. 

If an insolvent partner's share of the firm loss exceeds 
the amount due him on account of loans and capital invest- 
ment in the firm, the excess must be shared by the solvent 
partners in the same ratio as that in which they share profits. 
Thus if A, B, and C share profits in the proportion of 
3 :4 :5, and B (insolvent) should contribute $8,000, A must 
assume $3,000 and C $5,000 of this loss. 

INTEREST ON CAPITAL INVESTMENT 
AND ADVANCES 

Unless otherwise agreed, a partner is entitled to interest 
on his capital investment, or part thereof only from the date 
on which it was to be repaid to him. Amounts paid into the 
firm in excess of a partner’s agreed capital contribution con- 
stitute loans or advances which draw interest from the date 
on which they are made, (The rule is not changed by the 
fact that loans or advances may, as a matter of bookkeeping, 
be credited to the partner’s capital account. Accumulated 
profits do not draw interest, as they are not regarded as 
loans or advances merely because they are left with the firm. 
However, an agreement to treat undivided profits as loans 
to the firm may be implied from custom, usage, or other 
circumstances.) 
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The ‘'property” right of each partner to an equal voice 
in the conduct of the business is, it will be remembered, one 
of the distinctive characteristics of the partnership relation. 
Nor is this right dependent on the size of a partner’s capital 
contribution. But the partners may, of course, select a man- 
aging partner or make such other division of work and 
responsibility as expedience dictates. 

Differences arising in the ordinary course of business may 
be resolved in accordance with the will of a majority of 
the partners. But the majority cannot, in the face of minority 
opposition, change the nature of the business, or engage in 
a new line of business ; change the capital structure by in- 
creasing or diminishing a partner’s capital contributions as 
originally fixed; or admit new members to the firm. Any 
proposed act which deviates from or contravenes the terms 
of any agreement between the partners cannot be rightfully 
performed without the consent of all. Likewise, unanimous 
consent is required (except as regards partners who have 
abandoned the business) to: make an assignment of the 
partnership property for the benefit of creditors, confess a 
judgment, dispose of the good will of the business, submit 
a partnership claim or liability to arbitration or reference, 
or do any other act which would make it impossible to carry 
on the ordinary business of a partnership. 

Where the firm consists of only two partners, dissolution 
is the only remedy for protracted disagreements, unless the 
articles of partnership provide some method for the settle- 
ment of disputes. 

RIGHT TO AN ACCOUNTING 

An action in equity for an accounting is ordinarily not 
maintainable except as an incident to dissolution where a 
final adjustment of all partnership affairs is to be effected 
by a decree of the court, the partners having been unable to 
arrive at an amicable settlement. No accounting will lie to 
settle petty differences or disputes between partners. It 
is not the office of a court of equity “to enter into a con- 
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sideration of mere partnership squabbles” or “on every occa- 
sion to take the management of every playhouse and brew- 
house.” 

While a partner, having equal access with his partners to 
the partnership books, is not ordinarily entitled to a formal 
account, except on dissolution, special and unusual situations 
may arise in which he will have the right to an accounting 
in equity without bringing about a dissolution. These ex- 
ceptional cases are: 

1. Where a partner is wrongfully excluded from the 
firm business and the term of partnership has not expired. 

2. Where by agreement a formal account was to be 
rendered at a definite date. 

3. Where a partner has sought to withhold secret profit 
derived from a transaction connected with the formation, 
conduct, or liquidation of the firm or any use by him of its 
property. 

4. Where circumstances render it just and reasonable 
(e.g., when one partner has been traveling for a long period 
of time on partnership business, the other partners being in 
possession of the partnership books; where insolvency is 
imminent and the partners are too numerous to be made 
parties to the action, in which case a limited account may 
result in justice to them all; or where there has been an ex- 
ecution levied on the interest of one of the partners). 

ACTIONS AT LAW BETWEEN PARTNERS 

Prior to the final settlement of a partnership business, one 
partner cannot maintain against his copartner an action at 
law founded upon the partnership agreement. There is no 
rule which prohibits lawsuits between the individual part- 
ners, but it is ordinarily impossible to determine the in- 
debtedness of one partner to another until liquidation of the 
business has taken place and partnership accounts have been 
settled. A court of law lacks the machinery appropriate to 
such determination (which may involve numerous claims 
and counterclaims extending over a long period of time and 
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may necessitate complicated reckoning). Such accounting 
can be had only in equity (ordinarily as an incident of dis- 
solution). 

A partner may, of course, sue his copartner at law on a 
rlaiin not connected with the partnership business or even 
on a elaim isolated by agreement from the general partner- 
ship accounts, as when a bill or note is given therefor. 
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RELATIONS OF PARTNERS TO PERSONS 
DEALING WITH THE PARTNERSHIP 

ACTUAL AND APPARENT AUTHORITY 

In dealing with third persons on behalf of the firm each 
partner acts as an agent for the partnership. His power to 
bind the firm must, therefore, be either actual or apparent. 
Actual authority derives solely from the agreement of the 
partners. If the partnership agreement is silent as to the 
partners' authority, each partner has the implied authority 
to do all things necessary for the conduct of the ordinary 
business of the firm. This implied authority is just as real, 
just as actual, as if specifically conferred by express terms 
of the partnership agreement. 

Apparent authority, on the other hand, is based on the 
principle of estoppel. Third persons dealing with a partner 
may rightly assume that he has power to bind the firm in 
an ordinary business transaction. Thus, A and B, partners 
in a trading concern, agree that A shall have sole and ex- 
clusive authority to buy goods. B, in violation of the agree- 
ment, but apparently carrying on in the usual way the busi- 
ness of the firm, gives X a purchase order, X having no 
notice of B*s lack of (actual) authority. The purchase con- 
tract binds the firm, A as well as B, B had no actual author- 
ity in the premises, but his apparent authority to cany on 
the firm's business in the usual way cannot be circumscribed 
by agreement between the partners. 

A third person, dealing with a partner who purports to 
have authority to bind the firm in a particular transaction, 
must ask himself : Is it necessary for me to investigate the 
extent of this man’s actual authority? Must I read the 
partnership agreement? Or am I safe in assuming that 
if I contract with him I shall secure a valid obligation of 
the partnership which he represents? 

It follows that whenever a third person has knowledge or 
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notice of some limitation on the actual authority of a partner 
he will not be able to hold the firm liable if the partner with 
whom he deals transcends the limits of his actual power. 
Thus, in the example given above, if X knew that B lacked 
actual authority to buy for the firm, or if X had knowledge 
of such other facts as in the circumstances showed bad faith, 
the purchase contract would not bind the partnership. 


PARTNER’S APPARENT AUTHORITY 
IN GENERAL 

A partner has apparent authority to do any act that falls 
within the scope of ordinary business. Thus, in a trading 
concern, engaged primarily in the purchase and sale of, com- 
modities, each partner has apparent authority for a partner- 
ship purpose, to borrow money and obligate the firm by 
signing commercial paper. On the other hand, a partner in 
a non-trading firm, engaged primarily in the production of 
commodities or the rendering of professional services, would 
not ordinarily possess the power referred to. Examples of 
non-trading firms may be found among architects, attorneys, 
accountants, auctioneers, physicians, theatre owners, and 
farmers. 

Close questions often arise as to whether or not a specific 
power falls within the scope of a given business. The fol- 
lowing is not intended to be an exhaustive list of specific 
powers, but to suggest questions which have given rise to 
considerable litigation. 


SPECIFIC POWERS 


A Partner Has Implied or 
Apparent Authority to: 

A. Sell partnership personalty 
held for purposes of sale 
(e.g., merchandise, negoti- 
able instruments, trade- 
marks, patent rights, ac- 
counts receivable) in the or- 
dinary course of business. 
The power to sell includes 
the power to make custom- 
ary warranties. 


A Partner Does Not Have 
Implied or Apparent Author- 
ity to: 

A. 1. Sell property not held 
for sale, such as fix- 
tures, plant, or equip- 
ment used in the busi- 
ness. 

2. }^£ake a bulk sale of 
the entire stock, not in 
the ordinary course of 
the business. 

3. Dispose of the good 
will of the business. 
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B. Buy for cash or on credit 
goods that may reasonably 
be considered as necessary 
in relation to the firm’s 
business or apparently with- 
in the usual method of 
carrying it on. (The part- 
nership cannot escape li- 
ability for such purchases, 
even though the partner 
who purported to act on 
behalf of the firm converted 
the goods to his own use.) 

C. Borrow money, if the firm 
is a tradmg partnership. 
This involves the power to 
mortgage or to pledge the 
firm's personal property as 
security for present ad- 
vances and antecedent part- 
nership debts as well. Also, 
the power to execute nego- 
tiable paper binding the 
firm. (See F below.) 

D. Pay partnership debts out 
of partnership funds or by 
a transfer of partnership 
assets, even if they are not 
held for sale (unless they 
are necessary to the con- 
tinued conduct of the busi- 
ness). 

K 1. Collect or compromise 
debts due the firm. 

2. Give a satisfaction of 
judgment 

F. Execute commercial paper 
in the firm name for part- 
nership purposes if the firm 
is a tradmg partnership. 


C. Borrow money, if the firm 
is a non-trading partner- 
ship, or pledge or mort- 
gage firm property to se- 
cure firm debts. 


D. 1. Pay his individual debts 
with firm funds or as- 
sets. 

2. Assign the partnership 
property in trust for 
creditors. 


K 1. Confess a judgment 
2. Submit a partnership 
claim to arbitration or 
reference, 

F. 1. Bind a non-trading 
partnership by making, 
accepting, or indorsing 
negotiable paper, even 
though it is executed 
in the firm name and 
for a proper partner- 
ship purpose. 

2. Sign accommodation 
paper in the firm name 
(whether in a trading 
or non-trading partner- 
ship) for the benefit of 
a third person. Sudi 
generosity would be at 
the expense of the other 
nonsignatory partners. 
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G. Make contracts of^ guar- G. Execute on behalf of the 
anty, suretyship, or indem- firm a contract of guaranty 
nity which are for the or suretyship for his indi- 
benefit of the firm or with- vidual benefit or for the 

in the scope of its business. benefit of third persons. 

H« Employ necessary servants 
or agents, and engage legal 
counsel. 

I. Conduct litigation by or 
against the partnership. 

J. Partners may ratify the 
unauthorized act of a co- 
partner. 

K. At common law bind his 
partners by a sealed in- 
strument executed in the 
partnership name or in the 
names of the partners, as 
authority to execute such 
instrument could be con- 
ferred only by an instru- 
ment under seal. (But one 
partner can execute a valid 
release under seal, the 
reason being that at com- 
mon law if A, B, and C 
held a joint claim against 
X, A’s release discharged 
the claim of B and C.) 

POWER TO SELL OR MORTGAGE 
REAL PROPERTY 

It is said that the Unifonn Piartnership Act *‘does away 
with the existing uncertainty surrounding the subject of the 
conveyance of real property belonging to a partnership. 
The following situations are contemplated by the Act : 

A. Title in Firm Name: Conveyance in Firm Name. Assume 
that real property is owned by, and in the name of, the Metro 
Co., a partnership composed of A, B, and C. If A delivers to X 
a deed to the property executed in the name of the Metro Co. as 
grantor, the partnership may recover such property unless: 

1. A had actual or apparent authority to convey: e.g., if the 
Metro Co. was engaged in the business of buying and selling real 
estate, or 

2. X had reconveyed to Y, for value and without notice of 
A*s want of authority. 

B. Title in Firm Name: Conveyance in Partner’s Nam& If, 
in the preceding example. A, having actual or apparent authority 
to convey, delivered to X a deed nam i n g A as grantor, then X 
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acciuires an equitable interest^ and can compel the partnership 
to transfer the legal title to him. 

C. Title in Names of Some of the Partners: Property Pur- 
chased with Firm Func^ Assume that A uses firm funds to pay 
for a parcel of real estate and takes a conveyance in his ovm 
name. If A conveys to X, the Metro Co., (whose interest the 
record does not disclose) may recover the property unless: 

1. A had actual or apparent authority to convey, or 

2. X or his assignee is a bona fide purchaser for value without 
notice. 

D. Title Held in Trust for tilie Partnership. Assume that the 
record title to real estate is in A and B (some or all of the part- 
ners) in trust for the Metro Co. If A, having actual or apparent 
authority, conveys to X in his (A’s) own name or in the firm 
name, X acquires an equitable interest. If the property were held 
by some third person (T) in trust for the Metro Co., A similarly 
would have the power to convey to X an equitable interest therein, 
assuming always that A had actual or apparent authority to 
agree to and deliver the deed to X, which would depend upon 
the nature of the partnership business as explained above. 

E. Title in Names of All Partners. If the title is held in the 
name of A, B, and C, a conveyance to X, executed by A, B, and 
C, passes to X all their rights to the property. 

NOTICE TO A PARTNER 

In the absence of fraud, notice to one partner is notice to 
all as to any matter relating to the partnership business, and 
the knowledge of a partner is imputed to the firm claiming 
through his act. The failure of a partner to communicate 
such notice or knowledge to his copartners does not make 
its effect any the less binding upon them. 

ADMISSIONS OP A PARTNER 

Admissions of A as to the existence of the partnership 
A, B, and C are not competent as against B and C to prove 
that he and they are partners. But if the existence of the 
partnership has been otherwise proved by competent evi- 
dence, the declarations and admissions of A concerning 
partnership matters in the course of and material to firm 
business and within the scope of his authority are admissible 
against the firm. 

LIABILITY OF PARTNERS 

Contracts: Joint Liability. Under the Act the part- 
ners are jointly liable on partnership contracts. This means 
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that the law treats the contract as one single promise — ^not 
as separate promises made by each of the partners. Con- 
sequently : 

1. Unless there has been severance by operation of law, each 
partner should be named as a defendant in a contract action 
against the firm. 

2. If judgment in such action is rendered a^inst one or more 
of the partners, it operates as a merger and discharges the joint 
duty of the other partners. 

3. The judgment creditor of the partnership has the option 
to levy on firm assets or separate property of the partners (but 
in some states separate property cannot be levied on unless the 
partnership property is insufficient to satisfy the judgment). 

4. A release given to one of the partners releases all. 

5. Under the common law rule the surviving partners, and 
not the estate of a deceased partner, were liable on a joint part- 
nership contract. (Many states have enacted statutes providing 
for a remedy against the estate of the deceased partner.) 

In some states partners are jointly and severally liable on 
contract obligations. 

Torts: Joint and Several Liability. A partner who 
commits a tort while acting with the authority of the part- 
ners or in the ordinary course of firm business, or a partner 
who commits a breach of trust by misappropriating property 
of a third person (received by him within the scope of his 
apparent authority or by the firm in the course of its busi- 
ness), imposes a joint and several liability upon the partners. 
This means: 

1. The partners may be sued jointly in one action, or any or 
each may be sued separately. 

2. Release of one partner would, under the common law rule, 
release all; but many states have modified the rule by statute. 

Contracts; Liability May Be Several as Well as Joint. 
The partners may make themselves severally liable on a 
partnership contract. Thus, if A and B are partners trading 
as the Metro Co., a note may be executed in the name of 
the Metro Co. and delivered to X. This note represents a 
joint obligation of the partners. If now A and B each per- 
sonally endorse the note, it becomes the several obligation 
of A and B as well. 
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DISSOLUTION 

DISSOLUTION DEFINED 

Dissolution is that point in time when any partner ceases 
to be associated in carrying on the business. Ordinarily 
it results from a partner’s retirement. But dissolution just 
as truly occurs when a new member is taken into the firm 
without the liquidation of the aflEairs of the existing partner- 
ship. For any change in membership dissolves a partnership 
and creates a new partnership. 

Termination. Dissolution signifies that the actual con- 
duct together of the ordinary business of the partnership is 
at an end. Thus, when a partner retires the firm is dissolved. 
Subsequent activities should be directed toward winding up 
the business. When the business has been completely wound 
up and partnership affairs have been finally settled,- then 
(but not until then) the partnership is terminated. The time 
order is: Dissolution, Winding up, and Termination. 

CAUSES OF DISSOLUTION 

Expiration of the Agreed Term. Where the partner- 
ship agreement fixes the period of the firm’s duration, dis- 
solution takes place at the expiration of such period. If 
thereafter the partners continue the business without mak- 
ing a new agreement, the firm becomes a partnership at will. 
Nevertheless, the rights and duties of the partners remain 
the same as they were at the termination of the period fixed 
by the original agreement, so far as consistent with a part- 
nership at will- 

Withdrawal of a Partner. The voluntary or involun- 
tary withdrawal of a partner dissolves the firm. Such with- 
drawal may be caused by: 
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1. Rightful Retirement: the voluntary retirement of a part- 
ner in a partnership at vrilh Here each partner has both the 
power and the right to terminate the partnership relation at any 
time, even though his copartner wishes to continue the business. 

2 . Wrongful Retirement: the voluntary retirement of a part- 
ner before the time fixed for the duration of the partnership has 
expired. A partner is both principal and agent Like an a^nt, 
he has the power to sever the fiduciary relationship at any time. 
Of course, the exercise of such power may be wron^ul. It may 
be in violation of the partnership agreement The retiring partner 
will then be liable in damages to his copartners. But a court of 
equity will not decree that he continue as a partner for the un- 
expired tenn of the agreement The personal nature of the part- 
nership relation precludes the exercise of equitable jurisdiction. 

3. Death of Partner. Like other contracts which involve per- 
sonal, nondelegable rights and duties, the contract of partnership 
is terminated by the death of a partner. The survivors have no 
authority to continue the business except so far as is necessary 
to wind it up. If they do, they are within the general rule that 
if the business is continued (after death or retirement of a part- 
ner, A) without settlement of accounts, the continuing partner 
or partners must account (at the election of A or his estate) 
either for profits attributable to A*s interest remaining in the 
business, or for interest thereon. If the partnership agrement 
provides for the continuation of the partnership by the admission 
of the legal representatives or assigns of the deceased in his 
stead, and the latter elect to avail themselves of such opportunity, 
a new partnership is created of which they are members. Alter- 
natively, the agreement may provide that, on the death of a part- 
ner, his capital or interest may remain in the business which is 
to be continued. Under such provision the estate of the deceased 
is not liable for obligations incurred after dissolution «c^t to 
the extent of his capital or interest permitted to remain in the 
business, and his legal representatives are not entitled to become 
partners. Another method of preventing the forced liquidation 
of assets and winding up which the death of a partner would 
otherwise entail is to provide in the partnership agreemcmt that 
the surviving partners shall have the option of purchasing the 
interest of the deceased partner at a price to be fixed by ap- 
praisal or otherwise in accordance with whatever method of 
vriuation may be agreed upon. 

4. Bankruptcy of Partner. The bankruptcy of a partnw dis- 
solves the partnership. The trustee in bankruptcy takes title to 
and assumes control of the bankrupt partner's assets, including 
his interest in the partnership, thus maUng it impossible to carry 
on the business. Similarly, dissolution results where a partner 
makes a general assignment of his assets for the benefit of credi- 
tors. The Uniform Partnership Act defines "Bankrupt” to include 
insolvent under any state insolvent act as well as bankrupt under 
the Federal Bankruptcy Act. 

5. Expulsion of Partner. Apart from express agreement, part- 
ners have no power to expel a copartner. Where a partner is 
guilty of serious misconduct, the only remedy ordinarily available 
to copartners is to apply to the court for dissolution. But the 
partnership agreement may expressly confer the power to expel 
a partner under specified conditions. When this power is cxer- 
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cised in good faith, it causes dissolution (without violation of the 
partnership agreement) although no suit has been instituted to 
that end. 

Admission of an Incoming Partner dissolves the exist- 
ing firm although the business is continued without liquida- 
tion of the debts. Dissolution is caused by any change of 
personnel as explained above. 

Agreement of All Partners. All the partners may, by 
mutual consent rescind the partnership agreement, thereby 
dissolving the firm. Where partners divide the entire part- 
nership assets among themselves, the severance of their in- 
terests evinces an intention to effect dissolution. The con- 
sent of a partner who has assigned his interest is not re- 
quired for such dissolution, nor is that of one whose interest 
has been charged for his separate debts. 

Supervening Illegality dissolves the partnership. Thus, 
firms in the liquor business were dissolved by the passage 
of the National Prohibition Act. Declaration of war between 
nations of which the partners are respectively citizens dis- 
solves the firm, as the partners become, in contemplation of 
law, enemies. 

Bankruptcy of the Partnership dissolves the firm. 

Court Decree of Dissolution based on any one of the 
following grounds: 

1. Total Incapacity of a partner, resulting from insanity or 
other causes. 

2. Conduct of a partner tending to affect prejudicially the 
carrying on of the business, or such conduct therein that it is 
not reasonably practicable to carry it on with him. Temporary 
grievances, discourtesies, ^ disagreements, mistakes of judgment 
will not suffice as the basis for a decree of dissolution. Any one 
of the following will constitute an adequate ground: wilful and 
persistent breaches of the partnership agreement, commission of 
fraud, misappropriation of firm funds, inveterate drunkenness, un- 
warrantable negligence. 

3. _ No Pos^bility of Profit, By definition, partnership is a 
relation established for the purpose of making profit. If the busi- 
ness is in a hopeless state and further operations can be carried 
on only at a loss, dissolution will be decreed. 

4. Other Circnmstances frustrating the attainment of the end 
for which the partnership was created would similarly justify the 
court in dissolving the firm on the application of or for one or 
more of the partners. 



PARTNERSHIP 261 

5. Application Made by Purchaser of Partner’s Interest (See 
p. 245.) 

DISSOLUTION: EFFECT ON PARTNERS 

New Business Must Not Be Transacted. 

1. The Common Law Rule. After dissolution the 
partnership must be wound up, and only transactions de- 
signed to terminate rather than to carry on the business are 
within the scope of the partner’s actual authority. Unfinished 
business may be completed, but a partner who continues to 
transact new business and create new obligations on behalf 
of the firm assumes sole liability. If losses result, he alone 
must bear them. Thus, if A, B, C, and D are partners, as- 
sume that A, B, and C are active partners in New York and 
that D is an entirely inactive partner in San Francisco. D’s 
act, death, or bankruptcy may automatically dissolve the 
firm. If A makes a contract on behalf of the partnership 
after such act, death, or bankruptcy of D, it is A’s personal 
contract, not that of the partnership. If the contract results 
in a loss A cannot compel B, C, and D*s estate to share it. 
This is true even though A, B, and C had no notice or 
knowledge of the dissolution at the time A contracted. 

2. Uniform Partnership Act Rule, The Uniform 
Partnership Act changes the common law agency rule and, 
in the illustration given in the preceding paragraph, imposes 
contractual liability on each partner if at the time A made 
the contract A had no knowledge or notice of dissolution by 
D’s act or of the death or bankruptcy of D. The Act, how- 
ever, does not impose any liability on B, C, and D if, at the 
time A made the contract, dissolution had occurred because 
of some statutory enactment making continuance of the busi- 
ness illegal. 

The Partnership Business Must Be Wound Up. Every 
partner, except one who has wrongfully caused a dissolu- 
tion, has the right to participate in winding up the affairs 
of the business. The method of liquidation to be followed 
may be determined by a majority of the partners. Unless 
the partners agree on a distribution in kind, all assets ex- 
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cept real estate must be converted into cash. Under the Uni- 
form Partnership Act real estate, being treated the same 
as personalty, must also be turned into cash. 

Where dissolution is caused by the death of one of the 
partners, the title to partnership property passes to the 
surviving partners. Theirs is the duty to wind up the busi- 
ness, and the legal representative of a deceased partner has 
no right to participate in the liquidation process. If all the 
partners are dead, the legal representative of the last sur- 
viving partner, not bankrupt, has the right to wind up the 
partnership affairs. 

DISSOLUTION: EFFECT ON THIRD PARTIES 

Partners Liable for Existing Debts. While dissolu- 
tion terminates a partner’s actual authority to create new 
obligations binding on the firm, it does not release the part- 
ners from their individual liability for existing firm debts. 
Thus, if A, B, and C are partners and A retires, all three 
(A as well as B and C) continue to be personally liable for 
firm debts existing at the time of A’s retirement. Similarly, 
if A dies, his individual estate is available to firm creditors, 
subject, however, to the claims of A’s personal creditors, as 
explained on p. 267. Even an agreement among A, B, and 
C whereby B and C promise to assume the firm debts does 
not release A, unless the creditors assent to such substitution 
of debtors, either by express agreement (novation), or by 
agreement inferable from course of dealing- However, ac- 
cording to the weight of authority and under the Uniform 
Partnership Act, where A retires and B and C assume pay- 
ment of existing liabilities, A becomes (as regards them) a 
surety. Therefore, even though there has been no novation, 
A is released as to any creditor who, knowing of the agree- 
ment, agrees with B and C upon a material change in the 
nature of such liabilities or upon extension of the time of 
pa3anent. 

Notice of Dissolution Necessary. 

1. Actual Notice to Creditors. Where A, B, and C 
are active and ostensible partners, A’s retirement terminates 
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the actual authority of A, B, or C to impose new obligations 
on the partnership, except such as may be necessary to wind 
up the business. But each partner has been held out to cer- 
tain persons as an agent possessed of continuing power, 
and, on principles of the law of agency, such persons would 
be justified in relying on such continuing apparent authority 
unless proper notice were given that dissolution has in fact 
occurred. Those who, prior to dissolution, extended credit 
to the firm, are entitled to personal notice. Hence, assume 
that X has extended credit to the partnership A, B, and C 
prior to A’s retirement, and has no knowledge of A’s retire- 
ment, and that no notice thereof has been communicated to 
X, by mail or otherwise; then, on the ground of estoppel: 

(a) If B or C, purporting to act on behalf of the firm, 
contracts with X (e.g., orders goods), the firm (A, B, and C, 
jointly) is liable to X. 

(b) If A, purporting to act on behalf of the firm, con- 
tracts with X, the firm (A, B, and C, jointly) is liable to X. 
Just as a principal would have to give actual notice to third 
persons who had been creditors, in order to revoke the au- 
thority of an accredited agent with whom they had dealt, so 
notice of dissolution must be brought home to each person 
who, prior to dissolution, had extended credit to the partner- 
ship. Actual notice means personal notice or a written 
communication delivered at a person’s place of business or 
residence. Both at common law and under the Uniform 
Partnership Act actual notice to firm creditors is required 
where the dissolution was caused by the act or agreement of 
the partners (e.g., retirement of a partner, as in the example 
given above). 

2. Public or General Notice to Others. Where dis- 
solution is caused by the act or agreement of the partners 
some form of public notice must be given to a third person 
who had known of the partnership prior to dissolution al- 
though he had not extended credit to it. Even those who had 
no dealings with the firm but knew of its existence are en- 
titled to public notice of dissolution. Such notice may be 
given by advertising the fact of dissolution in a newspaper 
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of general circulation in the place at which the partnership 
business was regularly carried on. 

3. Notice where Dissolution Is Caused by Opera- 
tion OF Law. At common law neither actual notice to per- 
sons who had been creditors nor public notice to others was 
necessary where dissolution was caused by operation of law 
(e.g., by death of a partner, bankruptcy, court decree, or 
supervening illegality) as distinguished from those cases in 
which dissolution was caused by agreement or an act of the 
parties (e.g., retirement). The common law view was that 
every person “must take” notice of dissolution caused by 
operation of law; i.e., he was charged with notice whether 
such notice had in fact been received by him or not. Under 
the Uniform Partnership Act, the requirement of notice, in 
order to avoid liability to third persons by estoppel, has no 
application where the partnership is dissolved because its 
business may not lawfully be carried on (supervening ille- 
gality) or where the acting partner has become bankrupt. 
Otherwise than in these two cases, the requirement of notice 
applies (under the Act) irrespective of the cause of dis- 
solution, and it is specifically provided that the firm is 
bound by estoppel, notwithstanding lack of authority in the 
acting partner to wind up firm affairs, unless the foregoing 
requirement of notice was met. 

Although, under the Act, a bankrupt partner may incur 
liability after dissolution unless notice is given, he can im- 
pose no liability on his copartners, since, both at common 
law and under the statute, third persons who deal directly 
with the bankrupt partner “must take” notice of his status. 

4. Dormant Partner Need Not Give Notice. A dor- 
mant partner is both inactive and secret. His connection 
with the firm not having been known, it cannot in any de- 
gree have contributed towards establishing its reputation or 
credit. Third persons, not having dealt with the firm in re- 
liance upon the membership of a dormant partner, are ac- 
cordingly not entitled to notice of his withdrawal. The prin- 
ciple of estoppel cannot operate to continue his liability or 
his authority after dissolution, since prior thereto he was 
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never known or held out as a partner. He will, of course, 
be personally liable for firm debts and obligations existing 
at the time of his retirement. 

Changes in Membership. Assume that C is admitted 
as a new partner into the existing partnership of A and B. 
Technically, the old firm of A and B is dissolved and a new 
firm composed of A, B, and C is formed. Unless the new 
firm assumes existing liabilities, creditors of the old firm will 
be deprived of the priority which they formerly enjoyed 
with respect to firm assets: such priority now belongs to 
creditors of the new firm. Furthermore, in the event of 
insolvency, creditors of the old firm cannot share in the 
separate estates of A and B until the individual creditors 
of A and B have been paid, in full. The net result, at com- 
mon law, was that creditors of the old firm would get nothing. 

The Uniform Partnership Act abrogates this unfair rule. 
It substitutes the principle of equality as between creditors of 
the old and the new firm. In the example given, C will not 
be individually liable for the debts of the old firm. His in- 
vestment, however, constituting a part of the firm assets, will 
be equally available to both creditors of the old and creditors 
of the new firm. 

Various other changes in personnel effect a technical dis- 
solution, yet justice dictates that the two sets of creditors in- 
volved, those of the old and those of the new firm, be treated 
on an equal basis. A note to the Act provides : ‘‘When there 
is a continuous business carried on first by A, B, and C, and 
then by A, B, C, and D, or by B or C, or by B and C, by B 
and D, or by C and D, or by B, C, and D, without any liqui- 
dation of the affairs of A, B, C, both justice and business 
convenience require that all creditors of the business, irre- 
spective of the exact groupings of the owners at the times 
their respective claims had their origin, should be treated 
alike, all being given an equal claim on the property em- 
barked in the business.” 

Similarly, the statute provides that if A, B, and C sell the 
business to X and if X promises to pay the debts and to con- 
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tinue the business, the creditors of the dissolved firm of A, 
B, and C are also creditors of X. 

DISTRIBUTION OF ASSETS 

Solvent Firm. After dissolution, the business must 
be wound up. Liquidation ordinarily involves converting all 
assets into cash. Then a final accounting is made to deter- 
mine assets and liabilities and to adjust the partners’ ac- 
counts. Distribution must then be made in accordance with 
the established rule as to priority, which requires assets to 
be applied: 

First : To pa3rment of all firm creditors other than partners. 

Second : To payment of all loans or advances to the firm 
made by a partner, or liabilities incurred by a partner on 
belialf of the firm. 

Third : To repajment of the capital contributions made by 
each partner. 

Fourth : Any balance constitutes profit and is distributed 
among the partners equally, or in the ratio fixed by agree- 
ment. 

Insolvent Firm. 

1. Firm Creditors Have Prior Claim to Firm Assets. 
A court of equity, administering the affairs of an insolvent 
partnership, applies a principle of distribution known as 
marshaling assets. This means that the individual creditors 
of the partners may not compete with creditors of the firm 
in proving their claims against partnership assets. Or, to 
put it differently, with respect to partnership assets firm 
creditors have priority over the individual creditors of each 
partner. 

2. Firm Creditors May Lose Priority Rights. The 
prior right of firm creditors to be paid out of firm assets is, 
(as we have seen) derivative— -that is, it is worked out 
through the partner’s “lien” or equity that partnership prop- 
erty shall be first applied to the satisfaction of partnership 
debts. The purpose of the doctrine is to protect each part- 
ner by way of exonerating him for firm debts so far as 
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firm assets will reach. It follows that a partner has the right 
to waive his equitable lien, and the partners, accordingly, 
have the power to make any honest disposition of the firm 
property they desire. Together they may assign or mort- 
gage partnership property to pay or secure the individual 
debt of one of the partners. Similarly, where A and B are 
partners, A may sell his interest to B in consideration of B’s 
assumption of the partnership liabilities. The partnership 
property thus becomes B's individual property in which 
creditors of the firm have no priority, unless the assign- 
ment to B was upon trust to pay the firm creditors out of 
the assets. 

3. Fraudulent Transfers. Assume that A and B are 
partners, and that A sells his interest to B, both A and B 
knowing that the firm is insolvent. Partnership creditors 
may attack such transfer as fraudulent. 

In states which have adopted the Uniform Fraudulent 
Conveyances Act such transfer is fraudulent as to firm 
creditors if the firm was in fact insolvent, irrespective of 
the knowledge of A and B. 

The same considerations apply where all the partners sell 
the partnership property to a stranger and appropriate the 
consideration by apportioning it among themselves, instead 
of dealing with it as partnership funds or assets. 

Insolvent Partner. 

Individual Creditors Have Prior Claim to Indi- 
vidual Assets. When the insolvent estate of a partner is 
being administered in bankruptcy or in equity, individual 
creditors are given priority over creditors of the partner- 
ship. This is the rule of the common law; it has been fol- 
lowed by the great majority of states, and adopted by the 
Uniform Partnership Act and the Bankruptqr Act. 

Priority of Individual Creditors: Exceptions to Rule. 

1. No Firm Assets, Where no partnership assets exist, it has 
been said that the reason for the rule disappears, and firm credi- 
tors have been permitted to share the separate estate of an in- 
solvent partner pari passu with the individual creditors. Whatever 
following this exception may have had in the state courts, the 
Supreme Court has expressly rejected it as being contrary to the 
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Statutory rules of distribution prescribed in bankruptcy adminis- 
tration. The Uniform Partnership Act, Sec. 40, likewise, does 
not recognize the exception. 

2. Separate Trade Transaction. Where A and B are partners 
and A became indebted to the partnership in a separate trade 
transaction, the firm has been allowed to prove against A*s in- 
solvent estate pari passu with A*s personal creditors. Neither Ae 
Uniform Partnership Act nor the Bankruptcy Act makes refer- 
ence to this exception. 

3. Fraudulent Conversion of Firm Assets. Where a partner 
fraudulently converted partnership property to his own use, there- 
by enriching his personal estate, the partnership has been per- 
mitted to compete with separate creditors. 

4. Claim of the United States. In bankruptcy the United 
States has priority over private creditors, and as a firm creditor 
the United States has priority over separate creditors of a partner 
whose personal estate is being administered. 
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Chapter XXXIX 

CHARACTERISTICS, ORGANIZATION, 
AND DISSOLUTION 

CHARACTERISTICS 

A corporation is a legal entity separate and distinct from 
its members and existing by permission of sovereign au- 
thority, either federal or state. It may sue and be sued in 
its own name, hold the title to real and personal property, 
possess and use a corporate seal, and enjoy perpetual dura- 
tion, unaffected by the death of its members or by the trans- 
fer of their interests, which (in business corporations) are 
represented by shares of stock. 

Limited Liability of Stockholders. The liability of a 
stockholder is limited to his investment as represented by 
the shares of stock which he owns. Even if one man owns 
all the stock, he will not be personally liable for debts of 
the corporation, unless he has conducted business as an indi- 
vidual proprietor totally disregarding the corporate forms. 

“Piercing the VeiT’ of Corporate Entity. The courts 
will not permit the corporate form to be used as an instru- 
ment of fraud or illegality and will “pierce the veil of cor- 
porate entity” when justice requires. (A owns all the stock 
of the X corporation. B authorizes A to contract for the 
sale of certain property. A contracts to sell it to the X cor- 
poration without disclosing to B the facts in regard to stock 
ownership. B can avoid the contract : the court will disre- 
gard the separate entity of the X corporation and treat the 
case as if A had sold the property to himself.) 

KINDS OF CORPORATIONS 

With reference to function corporations are: 

1. Public (counties, cities, villages: political subdivisions 
of the state), 
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2. Qudsi^puhlic (R.F.C., T.V.A., drainage districts, 
school districts, public utilities; railroads, telephone, power 
and light companies), 

3. Private (business or non-business corporations — clubs, 
charitable organizations — not charged with public duties). 

With reference to structure corporations are : 

1. Stock Corporations formed for profit, in which the 
ownership of members is represented by shares of stock, as : 

(a) Moneyed Corporations: banks and finance com- 
panies, 

(b) Business Corporations: manufacturing and trading 
companies, public utility corporations, 

2. Non-Stock {Membership) Corporations not formed 
for direct pecuniary profit and in which no stock is issued, 
the by-laws prescribing the conditions under which one may 
become a member. Such corporations may be formed for 
religious, social, fraternal, or mutual benefit purposes. 

ORGANIZATION PROCEDURE 

Certificate of Incorporation (Charter). Although cor- 
porations may be created by special act of the legislature, 
today, in most states, general statutes prescribe the steps 
necessary to their formation. The Stock Corporation law of 
New York is fairly representative of general statutes au- 
thorizing the formation of business corporations for profit. 
Its requirements may be summarized as follows : a business 
corporation can be formed by three or more persons, each 
over twenty-one years of age. Two-thirds of the total num- 
ber of incorporators must be citizens of the United States, 
and at least one must be a resident of New York State, The 
incorporators must prepare a certificate setting forth; 

1. The name of the proposed corporation (which must 
not be the same as one in use or deceptively similar to it, 
and which must contain some word or abbreviation — e,g., 
“Inc.” — clearly indicating that it is a corporation). 

2. Purposes for which it is to be formed (corporations 
are not permitted to practice law or medicine). 
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3. Either the amount of the capital stock and the num- 
ber and par value of the shares, or if the corporation is to 
issue shares without par value, the number of such shares 
and a statement as to the amount of capital. 

4. If more than one class of stock is to be issued, the 
preferences, privileges, and voting powers of each class must 
be exactly designated. 

5. Location of its office. 

6. Its duration. 

7. The number of directors (not less than three) and the 
names and addresses of the first board of directors and their 
term of office. 

8. The names and addresses of the subscribers to the 
certificate, and the number of shares of stock which each 
agrees to take (some states require a statement as to whether 
the stock is to be paid for in cash or in property). 

9. Designation of the secretary of state as agent upon 
whom legal process may be served in an action against the 
corporation. 

10. If the meetings of the board of directors are to be 
held only within the state, the certificate (or by-laws) must 
so provide. A similar provision is necessary to dispense 
with the requirement that directors be stockholders. 

Piling the Certificate. The incorporators must sign 
the certificate and acknowledge it before a notary public. It 
is then forwarded to the secretary of state, together with the 
filing fee and organization tax, which in respect of par value 
stock is based on capitalization, and in respect of no par 
value stock, on the number of shares authorized for issue. 
The life of the corporation begins at the moment the certifi- 
cate is filed by the secretary of state, or (in some states) 
when a certified copy of the charter is filed in the county in 
which the corporation is to maintain its principal place of 
business. 

The Charter Is a Contract. Most states reserve the 
right to alter, amend, or repeal all corporate charters, thus 
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overcoming the effect of the famous Dartmouth College 
case, in which the Supreme Court of the United States held 
that a corporate charter was a contract within the meaning 
of the constitutional provision prohibiting impairment of 
contract obligations by a state. 

Organization Meeting. Shortly after the charter has 
been filed, the directors usually call a meeting of the stock- 
holders, at which directors for the ensuing year are elected 
and stockholders’ by-laws adopted. The directors, in turn, 
draft and adopt by-laws and elect the officers of the cor- 
poration. 

De Jure and De Facto Corporations. Where the man- 
datory requirements of the statute have been literally or 
even substantially fulfilled, the corporation is said to exist 
de jure\ (“according to law”). If some of the requirements 
have been omitted, or defectively fulfilled, the corporation 
may nevertheless exist de facto (“in fact”), as where the 
certificate of incorporation omits or incorrectly states the lo- 
cation of the corporate place of business. Such de facto cor- 
poration can transact whatever business its charter permits, 
and, with respect to litigation, is in the same position as if 
it had been organized de jure. Only the state (in a direct 
action of quo warranto) can question the right of a cor- 
poration to exist on the ground that it was defectively or- 
ganized: such issue cannot be raised collaterally in litiga- 
tion between a de facto corporation and a third party. (Of 
course, if one subscribes to stock in a corporation not yet 
formed, such subscription implies that the corporation will 
be organized de jure; otherwise the subscribed is under no 
duty to take and pay for the stock.) Stockholders of a de 
facto corporation enjoy the same freedom from personal 
liability for corporate obligations as do stockholders of a 
de jure corporation. 

Prerequisites for De Facto Corporate Existence. 
The doctrine of de facto corporations has been evolved by 
the courts to prevent injustice in cases where de jure status 
is lacking because of inadvertent omissions or errors in the 
procedure followed by the incorporators, but the courts will 
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refuse to accord even a de facto status to such defectively 
organized corporations unless: 

1. A valid statute authorizing the formation of the cor- 
poration as a de jure corporation exists (there is a conflict 
as to whether this requirement is answered by a statute which, 
subsequent to the formation of the corporation, is held to 
be unconstitutional) ; and 

2. An attempt in good faith to comply with such statute 
has been made (i.e., there must be at least a colorable com- 
pliance with statutory requirements : minor omissions would 
be excused, but failure to file the certificate with the secre- 
tary of state coupled with the fact that no stock was 
ever issued, no franchise tax paid, no time fixed for holding 
a first meeting of incorporators and election of officers, no 
subscriptions paid for stock, the amount of cash capital 
named in the certificate never paid in — these omissions 
would be fatal to the claim of de facto corporate existence) ; 
and 

3. There has been actual user of corporate powers (trans- 
action of business as a corporation and under the corporate 
forms). 

Neither De Jure nor De Facto Corporation. Where a 
body of men (A,B,C), having failed to comply with the re- 
quirements for even de facto corporate existence, assume 
nevertheless to act as a corporation, they are generally held 
to be individually liable on contracts (made on behalf of the 
nonexistent corporation) either on the theory that they are 
agents acting on behalf of an incompetent or nonexistent 
principal, or that they are partners. On the agency theory, 
one (S) who buys stock in such nonexistent corporation 
should not be subjected to personal liability unless he partic- 
ipates in the business, whereas under the partnership theory 
some courts have held that merely signing the articles of 
incorporation or subscribing to stock is sufficient to make 
S personally liable to a third person (X) who contracts with 
the pretended corporation. Where X deals with the pre- 
tended corporation he no doubt understands that he is oh- 
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taining a corporate, not an individual obligation, and for this 
reason some few courts will not permit X to hold A, B, C, or 
S liable on the ground that X is “estopped” to deny the cor- 
porate existence. 


PROMOTERS 

A promoter lays the groundwork for corporate existence. 
His services on behalf of a corporation (not yet formed) 
may include: making contracts with brokers and bankers for 
the flotation of stock and bonds; preparation and distribu- 
tion of a prospectus (containing information as to the na- 
ture of the enterprise) and obtaining subscription contracts 
from investors; drafting the certificate of incorporation and 
advancing filing fees and organization expenses. He has, in 
general, no right to receive payment for pre-incorporation 
services or expenses unless such right is given by statute or 
by a provision to that effect in the charter, or unless he re- 
ceives a promise of payment from the corporation. Because 
of his fiduciary relation to the corporation and its stock- 
holders, he may not buy property and sell it to the corpora- 
tion at a profit. He may, however, sell to the corporation 
property owned by him at a time previous to his promo- 
tional activities on its behalf, provided he makes full dis- 
closure of its cost and all other facts aflfecting its value. 

Pre-Incorporation Contracts. As to the four grounds 
suggested to sustain the liability of a corporation upon a 
contract entered into on its behalf by promoters before its 
organization— -ratification, adoption, novation, and continu- 
ing offer — the first is unsatisfactory as postulating an ex- 
isting person in whose behalf the contract could have been 
made at the time; the second entails the difficulty that C can- 
not ordinarily intrude into an existing contractual relation 
between A and B without consideration moving either to or 
from him, so as to make a contract as of the date of “adop- 
tion” (adoption does not relate back as ratification does) ; 
the third is appropriate only if the principles of novation are 
complied with, including A's release of B and substitution 
of C; the fourth is perhaps the least incongruous (pre- 
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organization subscriptions have been regarded as continuing 
oifers), allowing C to accept or reject A's mere “offer” un- 
less it was withdrawn before C came into being. (The dis- 
tinction between ratification and adoption may be of impor- 
tance in connection with the Statute of Limitations and the 
Statute of Frauds. Thus if on January 10, 1940, A orally 
engages B to work for the X corporation for one year begin- 
ning March 1, 1940, and the X corporation adopts the con- 
tract on March 1, 1940, the contract is enforceable and not 
within that provision of the Statute of Frauds which makes 
unenforceable, unless in writing, a contract not to be per- 
formed within a year from its making.) 

FOREIGN CORPORATIONS 

A corporation is domestic with reference to the state or 
country in which it was organized, and foreign with refer- 
ence to any other state or country. Thus the X corporation, 
organized under the laws of Texas, is a domestic corpora- 
tion with reference to Texas and a foreign corporation with 
reference to any other state. 

Permitting Foreign Corporations to Do Business. 
Assume that the X corporation (organized under Texas 
laws) desires to do local business in New York. It is not 
a citizen within the meaning of Article IV, Section 2 (1) of 
the Federal Constitution, which guarantees to the citizens 
of each state “all the privileges and immunities of the citi- 
zens in the several states.” Hence the state of New York 
could refuse to permit the X corporation to do local busi- 
ness in New York under any conditions whatsoever. The 
power of absolute exclusion includes the lesser power to 
prescribe conditions under which the foreign corporation 
will be granted the privilege of doing business. Statutes 
usually require a foreign corporation seeking this privilege 
to file a copy of its charter with the secretary of state, pay 
license fees, and designate an agent on whom process may 
be served. In addition there may be other requirements de- 
pending on the nature of the business (insurance or bank- 
ing) and the statutes of the particular state in which the 
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foreign corporation seeks the privilege of doing local busi- 
ness. If the foreign corporation fails to comply with such 
requirements, the state may provide that it shall not have 
the right to sue in the state courts on contracts made by it 
within the state, or that such contracts are void. Of course, 
if the foreign corporation is sued, it cannot set up its own 
noncompliance as a defense. In addition to making con- 
tracts of the noncomplying corporation unenforceable, 
statutes prescribe penalties for failure to fulfill the require- 
ments. 

The conditions which the state may impose must be rea- 
sonable. Having granted the foreign corporation permission 
to do business, the state cannot refuse to accord to the cor- 
poration the equal protection of the law as guaranteed by 
the Fourteenth Amendment to the Federal Constitution. It 
may not impose discriminatory license taxes on capital stock, 
or deny access to the federal courts. Nor may it compel a 
foreign corporation to comply with registration requirements 
if such corporation is engaged exclusively in interstate com- 
merce. 

What Constitutes “Doing Business.” A foreign cor- 
poration is doing local business within the state when it 
transacts there a substantial part of its entire business, and 
when such local activities have the quality of continuity as 
distinguished from casual or isolated transactions. Main- 
tenance of a bank account or stock of goods for sale within 
the state, maintenance of books and records are circum- 
stances which establish or tend to establish that the foreign 
corporation is doing business within the state. 

What Does Not Constitute “Doing Business.” The 
following is a partial list of the activities which have been 
held not to constitute “doing business” so as to bring a for- 
eign corporation within the scope of registration statutes: 

1. Acts Preliminary or Subsequent to Ordinary Business : 
the acquisition or continued holding of local property (and 
procuring insurance thereon) or of machinery, supplies, and 
stock in trade to conduct business in another state, the mak- 
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ing of offers, the solicitation of orders (subject to acceptance 
later and elsewhere) , the making of contracts contemplating 
future business, and the fulfillment (after the cessation of 
business) of contract obligations arising out of former busi- 
ness. 

2. Collection of Debts, Assuming that the transac- 
tion out of which the debt arose did not» in itself, amount 
to doing local business, the corporation may collect the debt 
in any form or make any compromise (accept property in sat- 
isfaction of the debt: it may then sell or lease such prop- 
erty and still not be doing business within the state). 

3. Isolated Transaction, Engaging in a single trans- 
action (one sale) does not constitute doing business. The 
element of continuity is lacking. 

4. Litigation, 

5. Conduct of Internal Affairs (holding meetings, is- 
suing stock certificates). 

6. Acquisition and Holding Stock of Domestic Cor- 
porations. However, if the foreign corporation by means 
of such stock ownership controls and dominates the domes- 
tic corporation, so that it is in fact the agent of the foreign 
corporation, the latter will be held to be doing business with- 
in the state. 

7. Acting as Trustee under mortgage or deed of trust 
where the mortgage covers property within the state. 

8. Ownership and Sale of Property (as distinguished 
from its exploitation and development). 

9. Cofisignments, Where the foreign corporation con- 
signs merchandise to a factor who bears all the expenses 
of receiving, storing, and selling the goods, it is the factor 
who is doing business within the state, and not the foreign 
corporation. If, however, a nominal consignment account 
serves merely to mask an agency (as where the foreign 
corporation pays all the ‘^factor’s” expenses of doing busi- 
ness) the courts will hold that the consignor is doing business 
within the state. 
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Interstate Commerce. A foreign corporation is en- 
S^ged in interstate commerce (and hence need not comply 
^ith state registration laws) if its activities consist ex- 
clusively of: 

1. Mail-Order Business': orders are accepted at the 
kome ofSce, and goods are shipped into the state direct to 
fte purchaser; or 

2. Personal Solicitation of Sales. The foreign cor- 
poration may employ resident or traveling salesmen who may 
solicit orders from samples or otherwise — even the main- 
tenance of a sales office within the state will not take the 
Wness transacted out of the category of interstate com- 
®ierce provided no sales, repairs, or replacements are made 
from stock on liand, which is kept for sample or advertising 
purposes only, and provided, further, that all orders are ac- 
cepted subject to approval at the office of the foreign cor- 
poration without the state, and provided, finally, that all 
goods are shipped from without the state direct to the pur- 
chaser within the state; or 

3. Installation Cases. Machinery may be delivered 
into the state under a contract which provides that the seller 
is to effect or supervise its installation. If the services of an 
engineer or skilled technician are required for this purpose, 
the installation is regarded as an integral part of the sale 
(the buyer would not buy unless the seller agreed to install) 
3nd does not constitute doing business within the state. To 
cotne within this rule, however, the services must be of a 
hind not ordinarily available and must be furnished to the 
purchaser only at the time of construction or installation. 

DISSOLUTION OF CORPORATIONS 

A corporation may be dissolved by : 

1. Expiration of the period specified in the charter. 
Statutes usually provide tliat after dissolution for any cause, 
corporate existence shall continue for the purpose of wind- 
lug up the business and discharging existing obligations and 
for purposes of suit by or against the corporation. 
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2. Action of the Attorney General, If a corporation 
has not been organized de jure, or if it abuses its powers 
or makes no use of them, the state (and only the state) can 
sue to terminate its existence in an action of quo warranto, 

3. Surrender of Charter. The members of a corpora- 
tion may vote to surrender its charter to the state. On ac- 
ceptance of surrender by the state, the corporation is dis- 
solved. 

4. Action of Stockholders, In most states the hold- 
ers of a certain proportion of the voting stock (two- 
thirds in New York) can cause dissolution by filing a Cer- 
tificate of Dissolution with the secretary of the state in 
which the corporation was organized. As a prerequisite to 
such filing, all liabilities of the corporation must be dis- 
charged. Stockholders can also effect dissolution, in some 
states, when the directors (being an even number) are dead- 
locked. 

5. Consolidation. Corporation A may unite with corpor- 
ation B to form a new corporation (X). Corporations A 
and B are dissolved by the consolidation: title to all their 
property passes to X, and all their liabilities are assumed 
by X. 

6. Merger. Corporation A may merge corporation 
B, in which case only B is dissolved. A absorbs all the 
property, rights, and privileges of corporation B, but con- 
tinues its (A’s) corporate existence. In some states statutes 
provide that A assumes all the liabilities of B on merger. If 
corporation A owns all the stock of corporation B, statutes 
(like that of New York) may provide that merger can be 
effected by resolution of the board of directors without 
necessitating any action on the part of the stockholders of 
either corporation. 

7. Occurrence of Condition Subsequent, If the charter 
so provides, a corporation may be dissolved (without judi- 
cial decree or act of the legislature) by the happening of 
some condition specified therein, but this result will follow 
only if the charter clearly expresses such intent. 



BUSINESS LAW 


280 

8. Legislative Repeal under Powers Reserved by the 
State. Such reservation may be effected by a provision in 
the charter or by a constitutional provision or general stat- 
ute in force at the time the charter is granted, since the reser- 
vation by the state of power to “alter, amend, or repeal" 
the charter is an incident of the contract between the state 
and the corporation. 



Chapter XL 


POWERS, LIABILITY, AND MANAGEMENT 
OF CORPORATIONS 

CORPORATE POWERS 

The powers of a corporation are either express or im- 
plied. An express power is one specifically granted by the 
charter or by the statute under which the corporation was 
formed. An implied power is one reasonably necessary and 
proper to the exercise of an express power. 

Express Powers Usually Conferred by Statute Are : 

1. To have a corporate name. 

2. To own and convey property (real or personal) in 
such corporate name for corporate purposes and unless pro- 
hibited by its charter or by statute. 

3. To sue and be sued under such corporate name. 

4. To have a corporate seal. 

5. To make by-laws. 

6. To borrow money for corporate purposes. 

Implied Powers Are : 

1. To acquire and hold real and personal property for 
corporate purposes. This power is usually expressly granted 
by statute or charter. (A manufacturing corporation may 
buy all raw materials necessary to turn out the finished 
product, but it may not buy raw materials for the purpose 
of resale.) 

2. To borrow money for corporate purposes. This may 
be accomplished by issuing bonds with the consent of the 
stockholders or by pledging unissued stock. The corporation 
has incidental power to lend money (and to take security 
therefor) in the prosecution of its ordinary business. The 


281 



BUSINESS LAW 


282 

corporation may not, however, lend money or become a 
surely or guarantor, unless doing so is clearly necessary to 
carry out some corporate purpose. 

3. To mortgage or pledge its property, as an incident to 
borrowing money, or to secure debts incurred for corporate 
objects (consent of a certain proportion of stockholders is 
frequently necessary to validate a mortgage of corporate 
assets). A corporation may not, however, mortgage or sell 
its primary franchise or charter. 

4. To acquire, accept, and negotiate commercial paper 
(checks, promissory notes, bills of exchange) in the ordinary 
course of its business ; but the corporation has no incidents 
power to assume the obligations of accommodation party for 
the benefit of a third person (such obligation rests on no 
consideration and is, moreover, a diversion of corporate 
funds) and it may be shown that such assumption was ultra 
vires even as against a holder in due course taking with 
knowledge of the accommodation character of the relation- 
ship. 

5. To engage in a joint adventure, but not to become a 
partner, the reason usually given being that the stockholders 
did not consent to such division of control as the partner- 
ship relation implies. This objection would fail if the charter 
expressly conferred the power to become a partner. 

6. The prevailing rule is that corporation A has no inci- 
dental power to purchase and hold (or to subscribe for) 
stock of corporation B, even though the latter was formed 
for a similar purpose, but this does not preclude A's taking 
stock of B in payment of (or as security for) a debt, or in 
return for assets sold (e.g., in connection with winding up). 

7. To organize or acquire the stock of a subsidiary 
which transacts part of its parent’s business, but such ac- 
quisition of the stock of a competing corporation is an ille- 
gal restraint of trade if the purpose is to eliminate com- 
petition. 

8. To acquire its own stock (being neither insolvent nor 
in process of dissolution) in good faith (provided this is not 
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prejudicial to the rights of either creditors or stockholders) 
as by undertaking to repurchase it or by provisions for its 
reacquisition upon the death of a member or his desire to 
alienate or encumber it, or by taking it in payment of a debt 
or for the release of a subscription. Such stock is not neces- 
sarily extinguished thereby (although its voting power is 
temporarily suspended) but may be reissued. 

LIABILITY OF CORPORATIONS 

Ultra Vires Acts. An ultra vires act is an act which the 
corporation is not authorized to perform under any cir- 
cumstances or conditions. For abuse of corporate authority 
the state which created the corporation may revoke its char- 
ter : but no third person, except a member or stockholder of 
the corporation, may enjoin the threatened commission of 
an ultra vires act. ^Directors are personally liable to the cor- 
poration for any damages sustained by the corporation as a 
result of an ultra vires transaction or contract negotiated by 
the directors in behalf of the corporation. 

Ultra Vires Contracts : Executed and Executory. 

1. Wholly Executed^ An ultra vires contract wholly ex- 
ecuted on both sides will not be rescinded at the instance of 
either party to the agreement. 

2. Wholly Executory, An ultra vires contract wholly 
executor 3 ron both sides is unenforceable by either party to 
the agreement for a number of reasons — the public interest 
that corporations do not transcend the powers granted, the 
stockholders' interest that the capital be not subjected to 
uncontemplated risks, and the obligation of one contracting 
with the corporation to take notice of the legal boundaries 
of its powers. 

3. Executed on One Side, If an ultra vires contract 
has been fully performed on one side, most courts will en- 
force it against the other party who has received the bene- 
fit of such performance, on the ground that it would be un- 
just to sanction retention of benefit coupled with refusal to 
perform. Other courts hold the contract unenforceable but 
compel the party who has received the benefit of perform- 
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ance to return it or pay its reasonable value. The federal 
courts formerly followed this minority view, but under re- 
cent decisions of the Supreme Court, the federal courts will 
be bound to decide such cases in the same manner as the 
courts of last resort of the state in which the federal court 
is situated. 

Liability of Corporation for Torts. A corporation is 
liable for the tortious acts or omissions of its agents or em- 
^oyees incident to the conduct of the corporate business. 
In all but a few jurisdictions such liability extends to tor- 
tious acts committed in connection with ultra vires trans- 
actions. Although a corporation has no mind, an intention 
on the part of its agent to do wrong may be imputed to the 
corporation. Accordingly, liability for libel and for mali- 
cious prosecution has been imposed upon corporations. 

Liability of Corporation for Crimes. If personal vio- 
lence or intent is an element of a crime, it cannot be com- 
mitted by a corporation. But a corporation can be punished 
for the violation of some statute or court order which re- 
quires or prohibits the performance of certain acts (viola- 
tion of state or federal income tax laws, anti-trust laws, pure 
food and drug acts, or the terms of an injunction). 

MANAGEMENT OF CORPORATIONS 

Directors Manage the Business. Subject to restric- 
tions imposed by statute, charter, or stockholders' by-laws, 
the right to determine policy and conduct the business lies 
solely with the board of directors. Provided the directors 
act honestly, disapproving stockholders have no right to 
interfere with the management of corporate affairs. Ob- 
viously, this subservience is largely theoretical. In practice 
a group of stockholders can and does dominate by virtue of 
its power to elect directors who will be amenable to its 
wishes. If restrictions on the power of directors are con- 
tained in the charter, third persons are bound by them, as 
the charter is a public record. Restrictions embodied in by- 
laws, however, are not binding upon third persons unless 
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known to them, as by-laws are not required to be publicly 
filed or recorded. 

Directors Must Act as a Body. The directors can 
bind the corporation only by action taken at a board meet- 
ing. A resolution not passed at a meeting but signed 1^ 
each individual director at his home would be invalid, un- 
less the directors happened to be the sole stockholders. Di- 
rectors cannot vote by proxy : their duties are nondelegabljf. 
Statutes may provide that the by-laws shall fix a quorum 
at not less than a minimum number (in New York one- 
third) of the board. In the absence of such provision, a 
majority of the board constitutes a quorum, and a majority 
of a quorum has the power to bind the corporation. Direc- 
tors have the power to appoint officers, agents, and employees, 
to make all contracts, and to engage the corporation in all 
transactions within the purposes for which it was formed. 

Fiduciary Relation of Directors to Stockholders. A 
director must not exploit his office for personal gain at the 
expense of the corporation and its stockholders, to whom 
he owes the utmost good faith. What has been said in re- 
gard to secret profits withheld by a partner applies with 
equal force to directors. A director must fully disclose his 
interest in all contracts. If he casts the decisive vote in a 
matter in which he is interested, any action taken will be 
voidable. Some courts hold that this result follows even 
if his vote was unnecessary, or even if he refrained from 
voting but was present at the board meeting, notwithstand- 
ing the fact that his presence was not necessary to con- 
stitute a quorum. Directors may not authorize the issue of 
unissued stock to themselves for the primary purpose of 
converting themselves from minority to majority stock- 
holders. Directors are personally liable if they: 

1. Wrongfully dispose of corporate assets, or 

2. Pay a dividend declared in the absence of profits or 
surplus (depending upon the applicable statutory require- 
ments as to dividends), or 
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3. Issue as fully paid, stock which has not been fully paid 
for, or 

4, Lend corporate funds to stockholders. 

The fiduciary obligation of directors to the stockholders does 
not ent ai l liability for business losses incurred because of 
honest bad judgment not amounting to bad faith or negli- 
gence. 

'VPowers of Corporate Officers. The officers of a cor- 
poration have only such authority to act on its behalf as 
may be conferred upon them by the board of directors. With 
the exception of the president, it is not safe to assume that 
a particular officer has in fact the authority which is ordi- 
narily associated with his title. The president, however, by 
virtue of his office has apparent authority to make binding 
engagements on behalf of the corporation in its ordinary 
business affairs. Similarly, authority may be found for the 
proposition that the secretary, as custodian of the corporate 
records, may certify as to resolutions passed by the board 
of directors, and third persons may safely rely on the truth 
of such certificate. 



Chapter XLI 


CAPITAL STOCK AND DIVIDENDS 
CAPITAL STOCK 

Capital stock represents the equity of the shareholders 
in corporate assets. Its amount is fixed by the charter and 
unaffected by profits or losses. Capital, on the other hand, 
means net assets of the corporation, which may vary from 
day to day. Statutes sometimes reverse the usual meanings 
of these terms (the New York statute defines capital as 
the aggregate amount of par value stock authorized by the 
charter plus amounts realized on the sale of no par stock). 

Authorized, Issued, and Unissued Stock. The charter 
fixes the maximum amount of each class of stock which the 
corporation is authorized to issue. The authorized stock can 
be increased only by amending the charter. Issued stock is 
stock that has been issued as full-paid or as part-paid in 
exchange for cash, services, or property. Unissued stock is 
authorized stock that has not been issued or forfeited stock 
(stock issued as part-paid, the stockholder having defaulted 
in pajnnent of the balance due). 

Shares of Stock and Stock Certificates. A share of 
stock represents an intangible, contractual right of owner- 
ship in the corporate assets. A certificate of stock is formal 
written evidence of the ownership of one or more shares of 
stock. The share of stock confers only such rights as are 
founded upon the contract made between the holder thereof 
and the corporation, and as are found in the charter, which 
specifies the rights and privileges of each of the difiFerent 
classes of stock (information which, under some statutes, 
must appear also on the stock certificate). Shares of stock 
are personal property and, as such, fall within that section 
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of the Statute of Frauds relating to the sale of goods. 
Creditors can reach a stockholder’s shares only by causing 
the sheriff to take possession of the stock certificate. 

Stock and Bonds. A corporate bond is an obligation 
to pay a definite sum of money at a future date, at a fixed 
rate of interest. A share of stock, unlike a bond, does not 
express an obligation to pay a sum certain in money, but 
represents a proprietary right in the corporate assets: viz., 
the right to participate in a final distribution of corporate 
assets only after all creditors (including bondholders) have 
been paid. A stockholder ordinarily has voting rights: not 
so a bondholder, although he may have the right to vote in 
the event that the corporation becomes insolvent. The sharp 
theoretical distinctions between bonds and shares often be- 
come blurred, and in practice one encounters many hybrid 
securities. 

Classification of Stock. Unless the charter classifies 
the stock and enumerates the rights and privileges attaching 
to each class, every share of stock issued by the corporation 
is the exact equivalent of every other share. The terms 
“common” and “preferred” acquire definite significance only 
by reference to the contract which is embodied in the charter, 
by-laws, and applicable statutory provisions. 

1. Common Stock. Ordinarily, the contract of the common 
stockholder entitles him to vote for directors and to share in 
the profits and in a final distribution of corporate assets on 
dissolution in proportion to the amount of stock which he owns. 
More than one kind of common stock may be issued, being desig- 
nated Class A, Class B, etc. 

2. Preferred Stock. This designation generally means that 
a specified class of stock is given some contractual (charter) 
preference with reference to payment of dividends or distribution 
of assets on dissolution, or both. More than one class of pre- 
ferred stock may be issued, usually designated "first preferred,” 
"second preferred,” etc., and differing in regard to amount of 
income, priority of payment, right to control and management, 
and right to participate in final distribution of assets. 

3. Cumulative Preferred Stock. The charter may provide 
that a certain class of stock shall receive an annual dividend at 
a fixed rate, if such dividend is earned, and that arrears in one 
or more years shall be paid out of earnings in subsequent years 
before any^ dividend is paid on common stock, in which event 
the stock is said to be “cumulative preferred.” If the charter 
is silent as to cumulation, the general rule is that accrued divi- 
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dends on preferred stock must be paid before any dividends are 
paid on common. 

4. participating Preferred Stock. The charter may provide 
that after the preferred stock has been paid its dividend, and the 
common stock has been paid an equal dividend for the current 
year the preferred stock shall participate ratably in any further 
^stribution of dividends with all other classes of stock. It is 
then said to be participating as to dividends. Similar preferences 
and rights of participation may be conferred in connection with 
the hnal distribution of assets on dissolution. 

5. Callable Stock. A corporation, only temporarily in need 
of additional capital, may reserve the option to call in the out- 
standing stock on payment of a specified price, usually some- 
what in excess of par value. Stock subject to such provision is 
redeemable or callable. 

6. Convertible Stock. The charter may confer upon the 
holder of preferred stock an option to exchange it for common 
at the conversion ratio, that is, the price at which the common 
is to be valued as against the preferred which is taken at its 
face value. 

7. Par Value and No Par Value Stock. Par value stock bears 
on its face a nominal value: no par value stock bears on its face 
no value whatsoever. No par value stock may be issued full paid 
at any price fixed by the directors and the proceeds may usually 
be allocated to capital stock (or capital, depending upon the 
nomenclature employed) and surplus in such proportion as the 
directors deem expedient. No par value stock may be less mis- 
leading to some investors than par value shares as no par shares 
purport to represent nothing more than a certain proportion of 
the equity or stock ownership. Since no nominal value appears 
on the certificate, the holder cannot, as he may in the case of 
par value stock, infer that the nominal value is the same as the 
actual value. 

The Capital Stock Is a "Trust Fund." Creditors 
have the right to assume that stock, issued as fully paid, has 
in fact been fully paid in cash, property, or services rendered 
(not prospective services). Where directors have wrong- 
fully issued as fully paid, stock for which the equivalent in 
cash, property, or services has not been received, not only 
the directors but also those to whom such "watered” stock 
was issued may be held liable to creditors of the corporation 
in the event of its insolvency. The liability of the stock- 
holder for the amount unpaid on his stock under such cir- 
cumstances may be grounded on either of two theories ; 

1. The Trust Fund Theory, which asserts that the capitel 
stock is a trust fund to be maintained unimpaired and to be 
used to pay corporate creditors; or 

2. Estoppel: issued, full-paid stock has been "held out" to 
creditors as representing capital contributions actually reccivea. 
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and creditors whose claims arose after the issuance of bonus or 
watered stock have therefore been misled by such misrepresenta- 
tions on the part of the stockholders. 

Similarly, D, transferee of stock from A (original sub- 
scriber) with actual or constructive notice that it was not 
fully paid up, is liable to creditors to the extent of the amount 
unpaid. 


DIVIDENDS 

Right to Dividends. Even though the corporation 
has earned current profits and has a surplus, the directors 
are not bound to declare a dividend. If in their honest judg- 
ment they reasonably determine that the profits should be 
kept in the business, no court will compel them to make a 
distribution to stockholders. However, if directors declare 
a dividend, stockholders have the right to their pro rata share. 
Once publicly declared, a dividend may not be rescinded: 
it becomes a debt to the stockholders entitled to receive it. 

When Dividends May Be Paid. In general, dividends 
cannot be declared when their payment would result in im- 
pairment of capital, that is, so long as the books show a 
deficit. Whether it is permissible to wipe out such deficit 
by an honest upward revaluation of assets, thereby convert- 
ing deficit into surplus, is not entirely clear. In the case of 
corporations engaged in the exploitation of mines, oil wells, 
or other mineral resources (“wasting assets") dividends 
may be paid notwithstanding the fact that, to some extent 
at least, such dividends represent a return of capital invest- 
ment to the stockholders. 

Two Major: Dividend Policies. Two major variations 
of policy are reflected in statutory provisions governing the 
conditions under which a solvent corporation may declare 
and pay dividends : 

1. Dividends Payable Only Out of Surplus. (Surplus =asscts— 
[liabilities capital stock.]) One group of states permits declara- 
tion of dividends only if a surplus exists. Thus, the X corpora- 
tion may realize current profits and yet not be permitted to pay 
a dividend until it has eliminated a deficit resulting from its 
operations in previous years. On the other hand, if the X cor- 
poration has a surplus it may, under this view, properly pay a 
dividend although realizing no profit from current earnings. The 
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theory is that the capital stock constitutes a “trust fund” for the 
protection of creditors, and that this fund must not be impaired. 
Analogous statutes permit dividends to be paid only out of net 
profits made at any time since the corporation was organized. 

2. Dividends Payable Only Out of Current Earnings. Under 
this rule a corporation may have a surplus and yet not be in 
position to declare a dividend, owing to the fact that no profit 
has been realized on current operations. 

Recovery of Dividends Illegally Paid. “Insolvency’' 
may mean excess of liabilities over assets (capital stock not 
being included in liabilities) or it may mean inability to 
meet current obligations as they mature. In either case the 
pa3mient of dividends would be unlawful and a fraudulent 
transfer of assets to stockholders which corporate creditors 
could set aside, and this is equally true where the payment 
of the dividend results in insolvency. Such payments must 
be returned by the stockholders even if received in good 
faith. Where, however, mere capital impairment (as dis- 
tinguished from insolvency) results from an improper pay- 
ment of dividends, stockholders may retain the pajmients 
unless received in bad faith. Directors are civilly liable to 
creditors for an improper declaration of dividends in the 
event of the subsequent insolvency of the corporation. Most 
states also impose criminal liability on directors for illegal 
dividend payments. 



Chapter XLII 


RIGHTS AND LIABILITIES OF 
STOCKHOLDERS 

RIGHTS OF STOCKHOLDERS 

The following is a r&ume of the more important rights 
of stockholders based upon t3rpical statutory and charter 
provisions and in some instances founded upon court deci- 
sions. 

Voting for Directors. Each share of stock has one 
vote. Since charters usually provide that preferred stock- 
holders shall not have the right to vote for directors, the 
power to elect the entire board of directors lies with those 
stockholders of record who own or control a majority of the 
common stock. Directors are usually chosen by a plurality 
(rather than a majority) of votes cast at an election held 
at the time and place fixed by the by-laws of the corporation. 
A stockholder may vote in person or by proxy, The Securi- 
ties and Exchange Commission has put into effect severe 
regulations governing the solicitation and content of proxies 
(written authorizations to vote for stockholders). 

Cumulative Voting. In order to secure to minority 
stockholders representation on the board of directors, stat- 
utes of some states, and some charters or by-laws, provide 
that a stockholder may multiply the number of voting shares 
which he owns by the number of directors to be elected, and 
may cast the total number of votes thus obtained for a single 
candidate, or distribute the total number among the candi- 
dates in any proportion which he desires. 

Voting Trusts. A group of stockholders may, in some 
states, transfer their individual holdings to a trustee, so that 
the trustee shall have the power to vote as a unit all stock 
thus pooled. The trustee issues to the stockholders who 
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form the pool certificates of beneficial interest as evidence 
of their continued ownership (for all but voting purposes) 
of the stock transferred. Voting trusts are an effective de- 
vice for gaining control and insuring stability of manage- 
ment, but some states hold such agreements void on the 
ground that it is against public poliqr to separate voting 
power from beneficial ownership. If the voting trust is 
valid under the laws of a particular jurisdiction, it is irrev- 
ocable during the term specified in the agreement. 

Acts Requiring Approval of Stockholders. Statutes 
may require the consent of holders of a majority or of two- 
thirds of the shares entitled to vote in order to validate 
certain corporate acts. Thus, the New York statute requires: 

Consent of Majority to : 

Change number of directors. 

Change location of its office. 

Increase or reduce amount of capital stock where it consists 
solely of par value shares. 

Consent of Two-thirds to: 

Change purposes. 

Classify or reclassify any shares, either with or without par 
value. 

Mortgage property, real or personal, except a purchase money 
mortgage. 

Guarantee the bonds of any other corporation engaged in 
the same general line of business, if the guarantor corporation 
owns a majority of the voting shares of such corporation; » *^ot, 
unanimous consent is required. 

Terminate the business or corporate existence by: Sale of 
all the assets, or Consolidation, or Dissolution. 

Pre-emptive Rights. A stockholder is entitled to 
maintain his proportionate degree of control of the corpora- 
tion, and his proportionate interest in the surplus. If ^ 
amendment to the charter authorizes an increase in the 
capital stock, stockholders must first be given the right to 
subscribe to such new issue in proportion to their present 
holdings before the new stock is offered for sale to the 
public. Thus, if the X corporation has 2,000 shares of Class 
A common voting stock authorized and outstanding and 
charter amendment increases this class of stock by 1,000 
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shares, there will be 2,000 “rights.” If Mr. Jones owns 100 
shares of the Class A common, he must be given the first 
opportunity to purchase 50 of the new shares at the price 
and within the time stipulated. The states differ as to 
whether the price may be fixed at more than par value. The 
pre-emptive right does not apply: 

1. To the sale of unissued stock or treasury stock. 

2. To the exchange of newly issued stock for property. 

3. To stock which is nonvoting and nonparticipating (be- 
cause such stock would be unaffected by dilution of control or 
surplus). 

The pre-emptive right may be waived by provisions in the 
charter or by-laws, or by express contract. 

Stockholders’ Representative Action. Where the of- 
ficers or directors are about to enter into ultra vires con- 
tracts or transactions involving an illegal or fraudulent 
transfer or impairment of corporate assets, a stockholder 
must first endeavor to secure appropriate action by the board 
of directors. If his efforts to that end are futile, he may 
then commence an action in equity on his own behalf and 
on behalf of all other stockholders similarly situated, against 
the officers, the directors, the corporation, and third persons 
participating in the wrongful transaction; and he may ob- 
tain such relief by way of injunction, accounting, or other- 
wise, as the circumstances may warrant. The final decree in 
such action will require restitution or compensation to be 
paid to the corporation by the wrongdoers, thereby indirectly 
benefitting the injured stockholders. It will be observed that 
the corporation, although reaping the direct benefit of such 
stockholders’ representative action, is a nominal defendant. 
This results from the unwillingness of the directors to take 
any action on its behalf. 

Right to Information. The stockholder has a right 
to certain information in regard to corporate affairs, and 
to that end he may insist upon reasonable opportunity to 
examine books of account, stock books, and other corporate 
records. In many states his right to inspect books and records 
is given a precise statutory content with respect to the time 
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and place where such examination is to be permitted. This 
absolute statutory right of inspection may be supplemented 
by court order granting a more extensive inspection if it 
appears that the stockholder’s motive is a proper one. 

LIABILITIES OF STOCKHOLDERS 

Possibly the most important distinction between a partner 
and a stockholder lies in the fact that a stockholder (liolding 
stock that is “fully paid and nonassessable”) is not person- 
ally liable for corporate debts and obligations. If, by statute 
or charter, the stock is assessable, the directors can call for 
additional pa 3 mients by the stockholders, notwithstanding 
the fact that their stock has been fully paid for. Such assess- 
ments may be made to meet corporate obligations. Stock- 
holders in national banks were formerly subject to double 
assessment, that is, liable to make good -capital impairment 
or claims of creditors up to the face amount of stodc held 
by them ; and many states imposed similar liability on stock- 
holders in state banks. However, stockholders of national 
banks have been relieved of this liability under l^slation 
creating the Federal Deposit Insurance Corporation in 1933, 
and many states have similarly abolished double liability of 
bank stock. 

Some statutes impose personal liability on stods:hoIders 
for laborers’ and employees’ wages notwithstanding that 
their stock has been fully paid for" and is nonassessable. 
This liability, of course, can be enforced only after remedies 
against the corporation have failed, or in the event of the 
insolvency of the corporation. 

Subscription to Stock: Before Incorporation. A sub- 
scription is an offer to buy stock. A, B, C, D may subscribe 
to stock of the X corporation thereafter to be organized. 
Such subscription has a double aspect: It is the contract of 
A, B, C, D ,- it is, also, a continuing offer to buy stock ad- 
dressed to a legal person not yet in existence. Two views 
as to the nature of this offer are to be found in the decisions 
and statutes of the various states: 
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1. The offer is revocable at any time before it has been 
accepted by the corporation; 

2. The offer is irrevocable (unless canceled by consent 
of all the subscribers before acceptance by the corporation). 

Similarly, divergent views obtain as- to what constitutes 
acceptance of a subscription. Some courts deem the offer 
accepted the moment the corporation comes into existence. 
Others require express acceptance (as by the issuance of 
stock certificates to the subscribers) or acceptance implied 
from the fact that the subscriber has been permitted to ex- 
ercise the rights of a shareholder. 

Subscription to Stock: After Incorporation. A may 
contract to buy at a specified time stock of X, an existing 
corporation, in which event A would become liable in dam- 
ages for failure to purchase as agreed. If the contract pro- 
vides for the issuance of par value stock it must obligate A 
to pay the full par value, in cash or property, either im- 
mediately or by deferred payments at a specified future time 
or on demand (on “call”). If, however, A makes a present 
subscription contract, he becomes liable at once for the full 
price of the stock. If A defaults after making part pay- 
ment, and before delivery to him of the stock certificate, the 
X corporation may, in most states, exercise lien or forfeiture 
rights against A’s shares. 

Transfer of Stock. Ownership of shares is evidenced 
by a stock certificate. When the X corporation issues a 
certificate for 100 shares to A an entry is made in the stock 
book and A is said to be a “stockholder of record.” Shares 
of stock are intangible personal property and are transferable 
by endorsement and delivery of the certificate. However, if 
A endorses his certificate to B the corporate records should 
reflect the change in ownership; otherwise, A would be in 
a position to vote the stock and receive dividends. Hence, 
B should surrender A's endorsed certificate to the X cor- 
poration for cancellation, obtaining a new one in his (B’s) 
own name, and appropriate entries must be made in the stock 
book to the end that B instead of A may appear as the stock- 
holder of record. If A's endorsement is forged, B ac- 
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quires no title to the certificate. Accordingly, it is customary 
to require a banker or broker to guarantee the genuineness 
of the endorsement as a condition to the issuance of a new 
certificate to the transferee. 

1. Transfer Agent and Registrar. All corporations whose 
stocks are listed on the New York Stock Exchange must desig- 
nate a transfer agent to make transfers and keep the transfer 
books, a task which in small corporations is performed by the 
secretary. In addition to the appointment of a transfer agent 
the Exchange rules require the corporation to maintain a registrar 
(usually some bank or trust company). The registrar must de- 
termine whether each new certificate to be issued is valid and 
not in excess of the numbei: of shares authorized by the charter. 

2. Negotiability of Stock Certificate. The Uniform Stock 
Transfer Act makes stock certificates negotiable and in states 
which have adopted the Act a stock certificate endorsed in blank 
passes like bearer paper. A thief or a finder of a certificate en- 
dorsed in blank accordingly has the power to give good title to 
a bona fide purchaser for value, thereby extinguishing the rights 
of the original owner. 

3. Restrictions on Transferability. Stockholders may agree 
or pass a by-law to the effect that if any one of them wants to 
sell his stock he must first offer it to the other stockholders. If 
A (a stockholder) in violation of such agreement, sells his stock 
to X, who does not know of the restriction, X will not be bound 
thereby unless notice of the agreement or by-law appears on 
the stock certificate. 

4. Repurchase Agreements. Agreements made by a corpora- 
tion to repurchase stock held by an officer on the termination of 
his services to the corporation have been held illegal on the 
ground that such an agreement might require the corporation to 
buy its stock when it has no surplus. 

5. Right to Dividends as between Transferor and Transferee. 
The corporation determines stock ownership by its stock book 
and pays dividends to the record holder of the shares, but as 
between A (transferor) and B (transferee) the dividend belongs 
to the owner of the stock at the time the dividend was declared. 
Thus, if A assigns his certificate to B and a dividend is declared 
after the transfer, the dividend belongs to B, although the 
transfer has not yet been registered on the books of the corpora- 
tion. In the absence of notice of the transfer, the corporation 
would be justified, however, in paying the dividend to A, the 
record holder. Hence, the importance of promptly registering a 
transfer: _(1) To prevent (in the case of partly paid stock) A's 
liability for further calls, and (2) To insure payment of dividends 
to B. 

Liability Incident to Transfer of Stock. 

1, Bona Fide Transfer Discharges Liability of 
Transferor. A may make a bona fide sale to B of stock 
which has not been fully paid for. There is a conflict of 



BUSINESS LAW 


298 

authority as to the effect of such transfer, many courts hold- 
ing that it operates as a novation, A's obligation to pay the 
balance being discliarged by the substitution of B as obligor 
to the corporation. (The transfer is given this effect, how- 
ever, only as of the date that it is recorded in the corporate 
books.) Under the statutes of some states A’s liabiUty to 
creditors (in the event of the corporation's insolvency) is 
continued to the extent of the unpaid balance due on the 
stock. If partly paid stock is issued to A, but through some 
error the certificate is marked “fully paid and nonassessable,” 
the corporation cannot collect the balance due from one who, 
in good faith, purchased the stock from A. 

2. Transfer Made in Bad Faith Does Not Discharge 
Liability of Transferor. No court will recognize as 
valid a transfer by A to B where B is financially irrespon- 
sible and A’s sole purpose is to escape liability for future 
calls, the stock being worthless or worth less than the balance 
due. If A transfers to B stock on which calls have been made 
but not paid, A continues to be liable therefor. It would seem 
that B, too, is liable if at the time the certificate was trans- 
ferred to him he knew of the unpaid calls. 



Chapter XLIII 


OTHER FORMS OF BUSINESS 
ORGANIZATION 

Individual Proprietorship. There is no special branch 
of the law relating to the sole trader, whose business trans- 
actions are governed by principles of Contract, Tort, Agency, 
etc. Thus, the capacity of a married woman or an infant to 
engage in business as an individual trader would ordinarily 
depend on such person’s contractual capacity in the given 
state. Where one does business under a trade name, many 
states require the filing of a trade name certificate setting 
forth the true name and address of the person about to con- 
duct business under an assumed name. Some statutes pro- 
hibit the use of Co.” unless more than one person has a 
proprietary interest in the firm. The right to engage in any 
lawful business or calling is within the scope of the con- 
stitutional guaranty assuring to “the citizens of each state 
all the privileges and immunities of citizens in the several 
states.” This provision would apply to a natural person do- 
ing business as a sole trader in any part of the United States, 
but would not apply to a corporation, the latter having been 
held not td be a citizen within the meaning of this particular 
clause. The sole trader enjoys privacy in the operation of 
his business, receives the entire profit, but, on the other hand 
he cannot limit his liability to creditors- Ordinarily he lacks 
the facilities (which the corporate form possesses) for ob- 
taining large amounts of capital. 

Lrimited Partnership. The limited partnership act of 
New York (1822), contemplating one or more general 
partners (A), and one or more special (or limited) part- 
ners (B) contributing to capital a specific sum in cash, 
enabled an investor to share the profits of a non-corpor- 
ate enterprise without personal liability to its creditors ; 
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but it was held (under that statute and under similar 
acts passed, and still in force, elsewhere) that the stat- 
utoiy conditions must be meticulously and exactly ob- 
served if such immunity were to result — even a minor 
infraction or deviation, such as an unintentional mis- 
statement (as to a trivial matter) in giving the detailed 
information required in the certificate, was fatal, and the 
unlimited liability of a general partner resulted. If pay- 
ments to B, ostensibly as compensation or profits, were 
found later to be a withdrawal of his contribution to capi- 
tal, he was liable to creditors (at least to the amount 
thereof), and he was liable without limit where he inter- 
fered in the conduct of the business further than to ex- 
ercise privileges specifically permitted by the statute. 

The Uniform Limited Partnership Act (adopted in 
upwards of twenty states) provides for a limited part- 
nership upon substantial compliance in good faith with 
the requirements of a (sworn) certificate (if not so 
formed, one believing he has become a limited partner 
[provided such belief, though mistaken, is bona fide] may 
avoid liability as a general partner by promptly renounc- 
ing his interest in the profits or other income) and speci- 
fies the circumstances wherein B (who may contribute 
cash or property) may receive compensation. B may 
claim as a creditor for advances or loans. His interest 
as special (or limited) partner is assignable. He has the 
right of full information as to firm affairs and of access 
to firm books. He is liable as general partner if he takes 
part, in name or in fact, in the control of the business 
beyond the exercise of his rights and powers as special 
partner. 

Limited Partnership Association. This hybrid statu- 
tory device provides for limited liability of all members whose 
ownership of the business is evidenced by transferable 
shares. However, a transferee acquires no right to partici- 
pate in the business until elected to membership. If not 
elected, he can compel the firm to purchase his shares at their 
appraised valuation. An elected board of managers functions 
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like the board of directors of a corporation. The statute 
requires that contracts involving more than a specified amount 
must be signed by two of the managers. This form of 
association, which seemingly possesses no advantage over 
the corporation (except, possibly, in regard to taxation), is 
permitted by statute in a small number of states. 

Joint Adventure or Ssmdicate. A joint adventure is 
an association of two or more persons under a contract, ex- 
press or implied (each contributing something and sharing 
in profits and losses, and having joint proprietary interest 
and right of mutual control) to carry out a single transac- 
tion or series of transactions. Like general partners, joint 
adventurers are fiduciaries and liable without limit for all 
obligations properly incurred. There is a conflict as to wheth- 
er or not the principle of ostensible authority enables one 
joint adventurer to bind the others — ^it has been said that 
his authority to bind them must have been actually (expressly 
or impliedly) conferred upon him. 

Joint Stock Company. A joint stock company is an 
unincorporated association formed under voluntary agree- 
ment (articles of association) to carry on a business for 
profit with perpetual succession and a capital stock divided 
into transferable shares. It is comparable with a partner- 
ship but without either delectus personarum or authority in 
its members to bind it by action. Each associate is liable 
without limit for debts of the association (but may by with- 
drawal avoid liability for subsequent debts). The business 
is conducted by an elected board of managers or directors. 
The company sues or is sued in the names of its members, 
but some statutes provide more convenient means of desig- 
nation (in New York such company may sue and be sued 
in the name of the president or treasurer, if it consists of 
seven or more persons). 

Common Law, Massachusetts, or Business Trust. In 
this form of association those who contribute the capital and 
property transfer the legal title to trustees elected to serve 
for the duration of the trust. The trustees issue to the con- 
tributors certificates of beneficial interest. The shareholders 
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will be held individually liable as partners if they have re- 
served to themselves the power to remove or control the 
trustees, or if they reserve the power to appoint new trustees 
(except in case of death or mismanagement). Otherwise, 
they will enjoy limited liability. In a business trust the rela- 
tion between the parties is that of trustee and benefidaiy, 
not principal and agent. The subscribers must have neither 
direct interest ownership nor control of the property and 
affairs of the trust. 



Part VIII: Security Devices 


Chapter XLIV 
POSSESSORY LIENS 
INTRODUCTORY 

A security device reduces the credit risk. Something more 
than the ordinary collection machinery (judgment, execu- 
tion) is available to the secured creditor. If his security is 
adequate he will be able to realize 100 cents on the dollar 
in the event of his debtor’s bankruptcy. Thus, the secured 
creditor may have a lien giving him the right (not enjoyed 
by the unsecured creditor) to subject spedhc property to 
the payment of his claim, or he may have the right to en- 
force a guarantee of performance or payment made by some 
third party. 


COMMON LAW LIENS 

One of the oldest forma of security is the possessory lien 
(arising by implication), which gives L (the lienor) the 
right to retain possession of certain property belon^ng to 
O (the owner). At common law this right arose in favor 
of innkeepers, common carriers, public warehousemen, and 
artisans — provided the latter, by their labor and materials, 
enhanced the value of the property on which they worked. 
(L, a jeweler, has a lien on O’s watch for the fair value of 
rqiairs; but L, a printer, has no lien on type supplied by O 
for the fair value of L’s services in printing a book for O. 
If O had supplied the paper, L would have a lien on the 
printed pages.) This common law lien is a right of con- 
tinued possession by L as security. If L returns the 
property to O (except for some temporary purpose) his 
lien is destrcyed; nor is it revived if O at some future 
time redelivers the property to L for further repairs or 
services. The lien is not assignable and L (at common law) 
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has no right to sell the property to satisfy his claim. L has 
merely the right to withhold possession from O, a right 
aptly described as a mere “wortying asset” having a 
“nuisance value.” The lien is discharged by discharge of 
the debt which it secures or by a tender of the amount due. 
If, after such tender, L refuses to return O’s property, L 
is guilty of conversion. 

Extent of Lien. Assume that L has in his possession 
two watches belonging to O and that he repairs both; that 
the fair value of L’s labor and materials are: as to watch 
No. 1, $3, and as to watch No. 2, $4. L delivers watch No. 1 
without receiving pa 3 ntnent. He refuses, however, to deliver 
watch No. 2 unless O pays him $7. L misconceives his 
rights. He has a lien on watch No. 2 for $4. His (artisan’s) 
lien is said to be specific; that is, it secures only the debt 
which arose in connection with the work done on watch No. 
2. By contrast, a factor (commission merchant) has a general 
lien on goods in his possession and belonging to his prin- 
cipal, for all advances made or expenses incurred {not neces- 
sarily in connection with a particular consignment) by the 
factor on behalf of his principal. A banker has the analogous 
right to set off against a depositor’s balance all (matured) 
debts owed by the depositor to the banker. (A broker, how- 
ever, does not have a general Hen on his customers’ securi- 
ties.) A lawyer has a general Hen on his clients’ papers. An 
innkeeper’s (special) lien extends not only to property owned 
by his guest but to property owned by third persons and 
brought “infra hospitium” (into the hotel) by the guest, 
provided the innkeeper had no notice of such ownership and 
acted in good faith. A warehouseman, on the other hand, 
cannot assert his Hen for storage charges against the property 
of third persons in his possession. 

Common Law Lien Implemented by Statute. The 
scope and effectiveness of the common law possessory Hen 
have been increased by statutes providing: 

1. That despite a surrender of possession a lienor can pre- 
serve his lien by filing notice thereof in the manner prescribed. 
(In some states the lien may be preserved without filing any 
notice as between lienor and debtor, but the lienor may lose his 
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priority over a conditional vendor or chattel mortgagee if the 
property remains out of his possession fop more than a specified 
period [thirty days under Sec. 184, New York Lien Law, which 
defines the lien of a garage proprietor on a motor vehicle for 
repairs, storage, gasoline, etc.]) 

2. That on the default of the debtor, the lienor, having given 
due notice to the debtor and having advertised the sale in some 
newspaper, has^ the right to sell the property at public sale. Any 
surplus remaining (after deducting an amount sufficient to cover 
the debt, interest, and all expenses incidental to sale) belongs to 
the debtor. If the sale results in a deficit the debtor remains 
liable therefor. ® 


PLEDGK 

A pledge is a bailment for security. The lien of the 
pledgee cannot arise until the debtor or borrower delivers 
the property to the pledgee as security. If, because of the 
bulk of the property or for some other reason, mammal de- 
livery is impracticable, a symbolical delivery will suffice (de- 
livery of the keys to a safe deposit box). 

Property Subject to Pledge. Pledges usually involve 
property which can be delivered manually: collateral security 
(negotiable instruments, negotiable documents of title to 
goods, bonds, stocks, etc.)* The pledgee of a negotiable in- 
strument or document will be deemed a holder in due course 
to the extent of his lien if he satisfies the requirements of 
such holder. 

1 . Pledge of Warehouse Receipts. A warehouse receipt is a 
receipt for goods deposited with a warehouseman. If negotiable 
in form, such receipt is a symbol of the goods described therein, 
and may be dealt with in Uieir stead. It serves as a prime base 
for the extension of credit against merchandise stored in cold 
storage warehouse, general merchandise storage^ warehouse, or 
field warehouse (used exclusively in connection with goods stored 
for credit purposes). Since a warehouseman is not psponsible 
for loss or damage caused by accidental fire, banks lending against 
warehouse receipt collateral insist on the borrower's furnishing 
adequate insurance coverage. Similarly, a warehouse receipt does 
not carry an implied warranty as to the grade or quality of the 
goods. The lender must obtain grade or quality certificates from 
expert testers if he is to have adequate assurance as to the value 
of the collateral. Finally, the lender takes the risk that the goods 
described in the receipt were stolen, in which event he cannot 
hold the warehouseman liable. A negotiable warehouse receipt 
(like any other negotiable document) may be in such form as 
to be negotiable by a thief or a finder, but the warehouseman 
does not warrant the depositor's title to the goods described there- 
in. The Uniform Warehouse Receipts Act has been adopted by 
every state in the union except New Hampshire. It defines with 
precision the rights and duties of warehousemen and holders of 



BUSINESS LAW 


306 

warehouse receipts, and prescribes certain information which 
every receipt must contain. 

2. Pledge of Accounts Receivable. D may assign to C as 
security D*s account or claim against X. The incidents of such 
assignment have already been set forth. The term “factor** or 
“commercial factor** is in general use to designate a concern which 
lends money against the security of accounts receivable. Factors 
are said to operate, on a “notification** or “non-notification** basis, 
depending on whether or not they notify the debtor that his 
account has been assigned. Where D assigns accounts to C as 
security the assignment will be deemed fraudulent as to D*s 
creditors if D reserves dominion over the accounts assigned or 
over the proceeds thereof. 

Pledgee’s Lien. The pledgee’s lien, unless otherwise 
agreed, secures only the debt for which the pledge was given. 
Collateral notes, however, customarily contain a provision 
to the effect that the collateral shall secure not only the 
debt evidenced by the note, but all other obligations (ma- 
tured or unmatured) of D to C. Other common provisions 
give C the right to sell the collateral whenever he “deems 
himself insecure,” to sell without notice, at public or private 
sale, and permit C to buy at such sale. (The objection to 
C’s purchasing the collateral himself, in the absence of such 
express agreement, lies in the conflict between his desire to 
pay as little as possible and his duty to realize as much as 
possible on the sale.) The pledgor cannot, however, effeo 
tively agree to relinquish his right of redemption, such agree- 
ment being contrary to public policy, as it would result in 
a forfeiture of the property pledged as security; but by 
contract upon separate consideration after the original pledge 
he can effectively surrender his right of redemption. The 
right to redeem may be exercised at any time before the prop- 
erty is sold on pa3rment of the amount due including all ex- 
penses incurred preparatoiy to sale. Even in the absence 
of an express provision a pledge confers upon C the right 
to sell upon D’s default, differing in this respect from other 
common law possessory hens. As indicated above, however, 
unless the pledgor waives them, common law or statutory re- 
quirements as to notice and conduct of the sale must be 
strictly complied with. Otherwise, the pledgee will be liable 
in conversion. The pledgee incurs such liability also where 
he sells the security before maturity of the debt. He is not 
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liable, however, for refusal to sell security the value of which 
is rapidly declining : it is his privilege to do nothing, and 
the pledgor cannot force a sale or redeem the security be- 
fore the debt matures, in the absence of an agreement framed 
to meet such contingency. 

Pledgee Has No Right to Sell Commercial Paper. One 
exception to the pledgee’s right of sale must be noted (in the 
absence of special agreement) : where the security consists 
of commercial paper, because the public sale of such negoti- 
able paper would involve too great a loss to the pledgor. The 
pledgee may, of course* collect the notes and apply the pro- 
ceeds to the debt which they secure. 

Broker’s Lien. A broker (B) advancing money to a 
customer (C) to enable the customer to buy stocks or com- 
modities on margin, has a specific lien on the stocks or com- 
modities pledged by the customer to secure such advances. 
B has no right to repledge the property, and in some states 
a repledge of stock by B to secure a debt greater than B’s 
lien constitutes a criminal offense. C, however, usually gives 
the broker a general lien by agreement, waives notice of 
sale, assents to public or private sale, and gives the broker 
permission to repledge his stock “in block.” (B borrows 
$50,000 from X. As security for the loan he pledges the 
stock of C, D, E, F — all margin customers — in block, 
that is, as a unit.) Stock or commodity exchange rules are 
applicable to every margin purchase made on such exdiange. 
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NON-POSSESSORY LIENS 

A number of security devices depend for their efficacy 
upon compliance with statutory provisions varying greatly 
in detail but having in common one requirement: the filing 
or recording of a notice of security interest. So far as 
creditors are concerned such public record serves the samf 
purpose (notoriety) as possession in the case of a common 
law lien; it gives notice to anyone dealing with the owner 
that certain property is subject to some security interest, 
and since public records are accessible to all, the law will 
treat persons dealing with the owner as if they were in- 
formed of all facts a diligent search would have revealed, 
whether or not such search has in fact been made (con- 
structive notice). 


MECHANICS’ LIEN 

The mechanics’ lien is a statutory device for the protec- 
tion of one who furnishes labor or materials for the im- 
provement of real property. 

Persons Protected. The construction of a building 
usually gets under way in the following manner. The owner 
of real estate contracts with a general contractor to erect 
a building in accordance with certain plans and specifications 
prepared by an architect who is to superintend its construc- 
tion. The general contractor sublets various portions of the 
work (excavation, electrical wiring and fixtures, carpentry, 
painting, plumbing) to subcontractors. Laborers are em- 
ployed and materials purchased for the job. The mechanics’ 
lien statute protects the contractor, the subcontractors, the 
architect, laborers, and materialmen. 

Extent of Lien. State laws vary as to the extent of 


308 



SECURITY DEVICES 3O9 

the lien. Some states, like New York, limit the lien of 
subcontractors, laborers, and materialmen to an amount 
not “greater than the sum earned and unpaid on the con- 
tract between the owner and the contractor at the time of 
filing the notice of lien, and any sum subsequently earned 
thereon.” But the owner will not obtain the benefit of such 
provision if he makes payments to the contractor with 
knowledge of the fact that claims for labor or material are 
unpaid, or after notices of Hens for such claims have been 
served upon him. Statutes of this t3rpe usually require the 
owner, before making any payments to obtain from the 
contractor a sworn statement setting forth the names of all 
creditors and the amounts due or to become due to each, 
and to retain funds sufficient to cover such claims, and 
claims for which notices of lien have been filed. The owner 
may rely on the truth of such statement, and is not liable 
for more than the amount retained notwithstanding the fact 
that the contractor may have falsified the statement in order 
to obtain a larger payment than he was entitled to. If the 
sum retained is insufficient, laborers’ claims are preferred: 
other creditors share ratably. 

In other states liens of subcontractors, laborers, and ma- 
terialmen are not limited to the amount due the contractor 
under the construction contract, but are enforceable in full 
against the improved real estate. 

Diversion of Funds Larceny. The New York statute 
impresses certain moneys arising out of the improvement 
with a trust in favor of claims for labor and material. Thus, 
an owner who sells the property, or receives funds under a 
building loan or construction mortgage, or under an insur- 
ance policy by reason of the destruction of the improvement, 
may be guilty of larceny unless he uses the moneys so re- 
ceived to pay the cost of the improvement. Similar criminal 
liability attaches to a wrongful diversion by a contractor or 
subcontractor of funds received under the building contract. 

Filing Requirements. Under some statutes the lien 
attaches when the contract is entered into, but under others 
the lien does not attach until the notice of Hen is filed. Filing 
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must take place within a specified period (usually “within 
four months after the completion of the contract, or the 
final performance of the work, or the final furnishing of 
the materials, dating from the last item of work performed 
or materials furnished”). Under the New York statute all 
liens arq on a parity irrespective of the time order in which 
they were filed, except that laborers' claims are preferred 
and that claims of laborers, subcontractors, or materialmen 
(with respect to the proceeds derived from the sale of the 
improved real estate) have preference over claims of the 
persons to whom such labor and materials were furnished. 

Interests Affected. The lien may attach to any in- 
terest in real estate, from leasehold to fee, depending upon 
the circumstances. If a lessee contracts for the improvement 
without the consent or knowledge of the owner, only the 
lessee's interest can be subjected to the lien. A pre-existing 
mortgage has priority over liens with respect to the value 
of the property minus the improvement, but many states 
refuse to extend this priority to the improvement at the ex- 
pense of the lienors, giving the liens priority as to the im- 
provement, if segregation of values is possible. Where a 
construction mortgage is given some statutes (New York) 
limit its priority to advances made before the filing of notice 
of lien. 

Lien for Materials Furnished. One who claims a lien 
for materials furnished must prove that such materials were 
delivered to the premises. No lien can be claimed for ma- 
terial sold to the contractor on his general credit: in such 
case the contractor is deemed to furnish the material him- 
self — he becomes his own materialman. Hence, a material- 
man should keep records enabling him to prove exactly 
what materials were delivered on each particular job. 

Foreclosure. A lienor may enforce his lien by a fore- 
closure action in which the court will order a sale of the 
property and distribute the proceeds among all lienors and 
jtmior encumbrancers who may be entitled to share therein. 

Waiver of Lien. The contractor may waive his lien 
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by agreement, thereby waiving as well the derivative lien 
of subcontractors if (as some statutes provide) such waiver 
is recorded before subcontractors have done any work on 
the improvement. 


CHATTEL MORTGAGE 

A chattel mortgage is an instrument by which the mort- 
gagor (debtor) transfers to the mortgagee (creditor) a se- 
curity interest in personal property. In many states the 
theory is that a defeasible title passes under the mortgage 
and reverts to the mortgagor on payment of the debt. In 
practice, it makes little difference whether the mortgage be 
conceived as creating a lien or as passing a defeasible legal 
title. When the debt to be secured is the purchase price, or 
some part thereof, the mortgage is known as a purchase 
money chattel mortgage. 

Recording or Filing Mortgage. The validity of a 
pledge depends on continued possession by the pledgee. But 
a chattel mortgage does not require a delivery of the mort- 
gaged property to the mortgagee. If the mortgagor retains 
possession the apparent situation remains unchanged. Third 
persons may purchase the property from the mortgagor or 
extend credit to him unaware of the mortgagee's security 
interest. It is not the policy of the law to uphold secret liens ; 
hence statutes generally provide that a chattel mortgage shall 
be void as to bona fide purchasers for value and without 
notice of the mortgage, and as to lien creditors (attaching 
or judgment creditors who have levied execution on the 
mortgaged chattels) of the mortgagor unless; 

1. The mortgagor makes an immediate delivery of the prop- 
erty to the mortgagee, who continues in its possession; or 

2. The mortgage is recorded or filed (some states re- 
quire filing or recording within a prescribed time) in the 
place in which the mortgagor resides (and where he has a 
usual place of business, if in a different place) or (in some 
states) in the county in which the property is located at the 
time of execution of the mortgage. In order to be filed or 
recorded the mortgage must be executed and acknowledged 
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before a notary public or other public officer in conformity 
with statutory requirements. (In some states this is the 
only way whereby the creditor can secure protection.) 

In some states (New York) if the mortgagor remains in 
possession and the mortgage is not filed or recorded within 
a reasonable time, it ia void even as against creditors whose 
claims arose prior to the execution of the mortgage (ante- 
cedent creditors) and as against those who extended credit 
to the mortgagor with knowledge of the mortgage but be- 
fore it was filed. If the mortgagor, with the consent or 
knowledge of the mortgagee, removes the property from 
one county or state to another, the mortgagee should comply 
with the recording or filing requirements which obtain in 
the new location. 

Crop Mortgages. Property must have actual or po- 
tential existence to be the subject of a chattel mortgage. 
When crops are planted, they have potential existence. 
Similarly the increase of a herd of cattle has potential exis- 
tence. Both the crops and the increase may be mortgaged. 
Many states however, disregarding the requirement of po- 
tential existence, recognize the validity of a mortgage on 
future crops not yet planted, provided that the mortgagor 
does not sell or lease the land before the crops come into 
being. 

Mortgage on After-acquired Property. An attempt 
by A to create a mortgage on property which he does not 
own may take eflfect by way of estoppel if he later acquires 
title, and a mortgage of property to be acquired is, in some 
cases, enforceable in equity.^ In many states a mortgage on 
future goods (which expressly or by implication permits 
the mortgagor to sell goods presently owned by him and em- 
braced in the mortgage) is void as to subsequent creditors 
of the mortgagor. Some statutes prescribe special steps to be 
taken by one who desires to obtain a lien on a shifting stodc 
of goods (filing the agreement for lien and posting in a con- 


1 The New York courts have held! iacongniously that such (recorded) mortgage 
is against a purchaser in good faith with no actual notice thereof, btf 
mvalid as against an attacfainip creditor. 
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spicuous place where the goods are kept a notice that they 
are subject to a lien, setting forth the name and address of 
the lienor). 

Mortgage to Secure Future Advances. Assume that 
A mortgages machinery to B to secure a present advance of 
$1,000 and additional future advances not exceeding $5,000, 
which B agrees to make within a specified time. B duly 
records his mortgage. Before B makes any further advances, 
C lends A $1,000, taking as security a mortgage on the same 
machinery. C records his mortgage. Unless B acquires actual 
knowledge of Cs mortgage, further advances made by B 
up to $5,000 will be protected by the same priority which 
attached to B*s initial $1,000 loan; that is, B’s mortgage 
to the extent of $6,000 will be prior to Cs mortgage. B 
should not be charged with constructive notice of Cs lien, 
as B was not bound to search the record after he obtained 
and recorded his mortgage. But assume that C had notified 
B of his mortgage before B made further advances to A. 
Since B had contracted to make sudi advances, it would 
seem that he is entitled to priority even if he makes them 
with knowledge of Cs mortgage. On the other hand, if B 
has merely the option (as distinguished from the contractual 
duty) to make future advances, B will not be given priority 
over C where B makes such advances with knowledge of C’s 
mortgage. 

Consent to Sale. The mortgagee waives his lien by 
consenting to a sale by the mortgagor, or by conferring on 
the mortgagor general authority to sell. If, however, the 
mortgagee makes the mortgagor his agent to sell the 
property, the lien of the mortgagee will attach to the proceeds 
of such sale. 

Foreclosure of the Mortgage. The mortgage may 
give the mortgagee the right to take possession of the prop- 
erty and sell it on default of the mortgagor. Such sale, 
without court action, necessitates strict compliance with 
statutory requirements as to notice, public sale, and account- 
ing, and consequently the mortgagee may prefer to institute 
foreclosure proceedings. The property will then be sold by 



BUSINESS LAW 


314 

order of the court. The proceeds will be applied to the 
satisfaction of the mortgage debt and all expenses of suit, 
The surplus, if any, belongs to the mortgagor. If the sale 
results in a deficit, the mortgagor remains personally liable 
therefor, and judgment against him may be entered accord- 
ingly. 


CONDITIONAL SALE 

In a contract of conditional sale title does not pass to the 
buyer until the happening of a specified condition — usually 
full payment of the price. Thus, in the typical instalment 
sale the buyer is entitled to immediate possession and use 
of the property and bears the risk of its loss or destruction, 
but the legal title remains in the seller until the buyer has 
paid or tendered the final instalment. The contract will not 
be deemed one of conditional sale unless it contains an ex- 
press provision reserving title in the seller as security for 
thd buyer’s performance. 

Recording. At common law a conditional vendor was 
protected without recording or filing the contract. The 
theory was that the vendee, having no title, could pass non e 
to third persons. A minority of the states still follow the 
common law rule (thereby giving eflFect to a secret lien); 
most states, however, require the contract of conditional 
sale to be recorded or filed. As a penalty for noncompliance, 
the vendor cannot assert his title against bona fide purchas- 
ers from, or lien creditors of, the vendee, if such creditors 
acquire their lien without knowledge of the contract. 

Conditional Sale of Goods for Resale. Where A sells 
goods on conditional sale to B (a dealer) with the eiqjress 
or implied understanding that B may resell in the ordinary 
course of business prior to the performance of the mnditipti, 
B can pass good title (not subject to A’s security interest) 
to C, a bona fide purchaser in the ordinary course of busi- 
ness. But A's reseiwation of title is effective (in most states) 
ag[ainst lien creditors of B or others who take the goods in 
any transaction other than a sale in thq or dinar y course of 
business. 
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Klection of Remedies by Vendor. On default in pay- 
ment the vendor may sue for the entire unpaid balance due 
under the contract, or he may rescind and repossess the 
goods (if he can retake them without breach of the peace, 
otherwise by legal process) and may (by the majority rule 
at common law) retain all payments previously made. At 
least three statutory schemes to rdieve the buyer from the 
supposed hardship of this rule have been adopted: (1) to 
require the return of part payments (minus proper deduc- 
tion for use and damage) as a condition precedent to repos- 
session; (2) to provide for compulsory resale; (3) to pro- 
vide for resale at buyer’s option. The Uniform Conditional 
Sales Act (adopted in ten states) enacts the second where 
more than half the price has been paid when default occurs. 
An election to rescind bars a recovery of any deficiency, but 
permits the seller to retain as his own any surplus that may 
be realized on resale. However, statutes in about half the 
states and the Uniform Conditional Sales Act impose lia- 
bility on the buyer for such deficit, and require the seller to 
pay to the buyer the surplus (if any) over and above the 
unpaid balance of the purchase price plus all costs and ex- 
penses incurred Ity the seller in repossessing and reselling 
the goods. 

TRUST RECEIPT 

At common law the function of a trust recmpt was to 
assist in the short-term financing of imports by some such 
transaction as the following: T (the importer), having no 
established bank credit, induces E (bityer-bank) to issue 
a letter of credit or otherwise undertake to accqrt or pay 
T’s drafts or otherwise advance money in favor of S (fire 
foreign seller) upon presentation to E of bills of lading to 
E's order or indorsed to E or in blank (so that legd title 
passes directly from S to E). E then delivers possession of 
the goods to T (to process and/or sell) taking from T a 
trust receipt whereby T undertakes to hold the title to the 
goods (and their proceeds) in trust for E until E is repaid. 
E is thus protected against Ts creditors (lien or generd) 
and trustee in bankruptcy and against persons dealii^ with 
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T (except as to purchasers, pledgees, or mortgagees of nego- 
tiable documents of title and — in states having a Factor's 
Act — purchasers, pledgees, or mortgagees from T, entrusted 
with possession with express or implied power to sell or 
pledge). But the courts declined to recognize, as a trust 
receipt at common law, a transaction where title was first 
acquired by T and then transferred to E, protecting the lat- 
ter only if possession was taken by E (but E could hold C, 
buyer from T, if he had not paid or follow the proceeds if 
T misappropriated). 

Uniform Trust Receipts Act. The Uniform Trust Re- 
ceipts Act (already enacted in ten states) makes important 
amplifications of the concept so as to embrace not only (1) 
the foregoing transactions (where E is a new creditor, de- 
livering to T goods, documents, or instruments — coming 
from S — in return for a security interest therein under a 
trust receipt) but also (2) a transaction where E is an old 
creditor delivering to his debtor (T) as trustee goods, docu- 
ments, or instruments wherein E has already a security in- 
terest, wiping out the former security interest and taking in 
place thereof a trust receipt security interest in the same 
subject-matter; and (3) a transaction wherein E is a new 
creditor contracting for a security interest (by way of a 
trust receipt) in documents or instruments exhibited by T 
to E (before the transaction is completed) and retained by 
T. (T, a country bank, desires to borrow from E, a central 
reserve city bank, against notes receivable. E can acquire a 
security interest under a trust receipt by T's merely exhibit- 
ing the notes at the E bank. T is thus enabled to retain pos- 
session of its collateral for collection purposes, and relieved 
of the necessity of making numerous substitutions before 
maturity of the notes serving as collateral.) The security 
may thus come to E from S, or in substitution for existing 
security of E, or from T; but E cannot be either (a) the 
general owner of (or a dealer in) the goods, documents, or 
instruments (at the inception of the transaction) selling 
them to T on credit and retaining security by way of condi- 
tional sale or mortgage; or (b) a bailor or consignor plac- 
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ing goods with T for sale as agent. In Indiana, Illinois, Cal- 
ifornia, and Connecticut the Act was adopted with the addi- 
tion of certain provisions making the trust receipt device 
available in inventory financing — permitting one who lends 
on the borrower’s stock in trade to acquire a security inter- 
est without filing a chattel mortgage. Such provisions would 
seem to violate the principles of the Uniform Act which seek 
to limit the trust receipt to the types of transactions therein 
defined and do not sanction its use as a substitute for either 
the chattel mortgage or conditional sale. Probably, where the 
consideration is antecedent or pre-existing, the act does not 
apply; and the old confusion will continue, some courts 
holding the transaction a conditional sale, some a mortgage, 
whether the security came from T or from S, while still 
others sustain the transaction only if it is tripartite. 

Possession of goods, documents, or instruments must 
either remain in T or pass to T, as a result of the trust re- 
ceipt transaction, to be held or obtained: (1) to enable T to 
sell or exchange them, or (2) to process goods (entrusted 
or represented by documents entrusted) preliminaiy to sale 
by T, or (3) for T to deliver the instruments to his principal, 
or to a depositary or registrar, or to use them for present- 
ment, collection, or renewal. T’s attempted waiver of his 
equities is for the most part invalid. 

Protection against Creditors and Third Parties. E is 
protected (in his security interest) against T’s creditors for 
thirty days without filing, but after thirty dsLys his trust re- 
ceipt is invalid against C (lien creditor of T) who has ac- 
quired a right in rem without actual notice thereof (if it 
was not filed) and prior to E’s taking possession. Filing or 
taking possession by E validates the trust receipt as to all 
creditors of T thereafter except that those having a lien for 
processing, transporting, or warehousing the goods have pri- 
ority over the rights of E irrespective of the date of filing. 
As to persons dealing with T : (1) if a negotiable instrument 
or document (original or substituted) is negotiated to C, a 
bona fide purchaser (and filing is not constructive notice) 
his title is (as at common law) superior to E’s; (2) if C 
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is a purchaser in the ordinary course of business (which in- 
cludes a purchaser on credit) of nonnegotiable instruments 
or documents, or of goods, from T, his rights are superior 
to those of E if T had unlimited power of sale (irrespective 
of filing) or if C had no actual knowledge of limitations 
thereon (putting or keeping the goods in T's show room 
confers power of sale) ; (3) if C purchased not in the ordi- 
nary course of business (or took by chattel mortgage, pledge, 
or sale in bulk), his rights are subordinate to those of E 
(irrespective of filing) unless (a) as pledgee or mortgagee 
he gave new value * to T within thirty days after the giving 
of the trust receipt and got possession of the goods, docu- 
ments, or instruments before the trust receipt was filed, or 
(b) he gave value after the thirty day period and got pos- 
session before the trust receipt was filed. Filing under the 
act refers to a statement (of intent to do business under the 
trust receipt plan) signed by E and T and filed with the 
secretary of state, effective for one year. 

Entruster’s Remedies on Trustee’s Default. On de- 
fault by T, E may take possession (without breach of the 
peace) of the property described in the trust receipt, and 
may sell it on five days’ written notice, applying the pro- 
ceeds to the debt, T being liable for any deficit and entitled 
to receive any surplus. E has power to convey a good title 
to C, a bona fide purchaser (even though the sale is a con- 
version). As to property no longer in T’s hands, E is en- 
titled to the debt arising on its sale by T (subject to equities 
accruing to C before he had actual notice of the trust re- 
ceipt). If the trustee has collected such debt or sold for 
cash, the act attempts to give the entruster a preference as 
to moneys received by the trustee within ten days of receiver- 
ship or bankruptcy, even though the entruster is unable to 


2 **New vaiue^* includes new advances or loans made, or new obligation in- 
curred, or the’ release or surrender of a valid and existing seenrity interest, 
or the release of a claim to proceeds; but ''new value” shall not be construed 
to include extensions or renewals of existing obligations of the trustee, nor 
obligations substituted for such existing obligations. 

means any consideration sufficient to support a simple contract. An 
antecedent or pre-existing claim, whether for money or not, and whether 
against the transferor or against another person, constitutes value where 
goods, documents, on instruments are taken either in satisfaction thereof or 
as security therefor. 
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trace or identify such moneys. However, this preference 
would seem to be of no avail in bankruptcy, inasmuch as the 
Bankruptcy Act does not recognize priorities created by 
state statutes, with the exception of a landlord’s rfaim for 
rent. 

Defective Pledge. The Act also covers cases of at- 
tempted pledge (without delivery of possession) by T to 
E givii^ new value, protecting E for ten days from credi- 
tors of T but subject to rights of lien creditors thereafter 
without notice ; if E gave no new value his rights are inferior 
to those of lien creditors of T without notice or bona fide 
purchasers from T. It also upholds as against all creditors 
the validity of a pledge, although the property is redelivered 
(for not more than ten da3rs) for a limited purpose. 
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MORTGAGES ON REAL PROPERTY 

LIEN AND TITLE THEORIES 

A mortgage on real property is a security interest in real 
property given by a mortgagor to a mortgagee to secure a 
debt or other obligation. The common law emphasized the 
element of conveyance (of an interest capable of passing 
by purchase or by descent, including — in equity — property 
to be acquired by the mortgagor and even an option) and saw 
a mortgage as a transfer (of a qualified or conditional es* 
tate) defeasible upon strict performance but absolute upon 
default. Equity on the other hand recognized security (for 
a valid debt — not necessarily entailing personal liability — 
of the grantor) as the dominant feature of a transfer of 
the legal title by way of a mortgage and in the course of 
time many courts adopted this view at law. The common 
law gave the mortgagee the right to immediate possession 
and to the rents and profits. If the mortgagor was but a 
day late in paying the debt he forfeited his entire interest 
in the property. Equity soon relieved against such for- 
feitures, creating for the protection of the mortgagor a new 
right- — the equity of redemption, permitting a mortgagor 
in default to redeem his land by paying the amount due 
with interest and expenses. The courts are divided as to the 
nature of a mortgage; most of them hold it to be merely a 
lien, while others retain the theory that it passes the legal 
title, but virtually all of the unfair common law incidents 
that flowed from the title theory have been eliminated by 
statute or decision. Thus, in a title theory state, the mort- 
gagee has the right to possession of the mortgaged premises 
(unless the mortgage contains a provision to the contrary) 
after execution and delivery of the mortgage and even be- 
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fore maturity of the debt, but he must account to the mort- 
gagor for any rents or profits received from the property. 
In the lien theory states, the mortgagor has the right to 
remain in possession. He is usually required to insure the 
property for the protection of the mortgagee, who (in case 
of loss) has an equitable lien on the proceeds to the 
of his interest. Under either the lien or the title theory, the 
mortgagee can enjoin any use of the properly which impairs 
its value to the point of rendering its security of doubtful 
sufiSdency. Thus, a mortgagor in possession has no right 
(unless with the erqjress or implied consent of the mortga- 
gee) to remove buildings, cut timber, mine ore, pump oil, 
or extract coal, even though the mortgagor is regarded (un- 
der the lien theory) as the owner of the land. Technically, 
such use of the land constitutes “waste,” and in some in- 
stances the mortgagee may even enjoin an alteration which 
enhances the value of the mortgaged premises (ameliorating 
waste). 

In most states a mortgage to secure unlimited future ad- 
vances (or future indorsements) is good (even though the 
mortgagee is not bound to make them) but some states in- 
sist upon a difference in this respect between obligatory and 
discretionary advances. 

Actual payment before, at, or after maturity discharges 
the mortgage “ipso facto et eo instanti,” and the mortgagee 
must give a release or satisfaction to the mortgagor, by tire 
recording of which the record title is cleared. If the satis- 
faction is not recorded, the mortgage constitutes a doud 
(apparent encumbrance) on the title, and can be removed 
only by court action. 

Even tmder the title theory a tender on the law day (date 
of maturi^ of the debt secured ty the mortgage) of the 
amount due (though unaccepted) discharges the mortgage 
and (without reconvqrance) is generally held to revest the 
title in the mortgagor, but a tender after the due date does 
not at common law (where the mortgagee’s estate became 
absolute in case of nonperformance on the law day) ter- 
minate the mortgagee's security interest; the we^ht of au- 
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thority is said to be otherwise under lien theory, where 

there is tender after maturity but before foreclosure. By 
statute in a number of states a mortgagree (having received 
payment of the mortgage debt) tnus“fc enter satisfaction 
thereof on the mortgage record (otr execute a release 
thereof) ; otherwise he will be liable to ^ penalty as well as 
for damages. Unless expressly agreed, the mortgagor has 
no right to anticipate payment, and a tender before the due 
date is not a legal tender and does not extinguish the mort- 
gage ; the mortgagee may prefer to have his money invested 
in the mortgage until the maturity date- The mortgagor can- 
not (in the absence of waiver) exercise Inis right of redemp- 
tion before maturity (receipt, before maturity, of part of the 
debt is not waiver of the right to hold ttxe rest of the invest- 
ment until maturity) ; but if the mortgagee ex;ercises his 
legal right to take possession, it has beerx held that the mort- 
gagor has an immediate right to redeem- 

FORM 

In form the mortgage is still a conv-^vance of the legal 
title and must be executed with the same formalities pre- 
scribed for a deed. The obligation which it secures is usually 
evidenced by a separate writing (a bo rad. or a promissory 
note.) 

1. Deed of Trust. A corporation may issue to X, as trustee, 
a deed of trust on corporate property, to secure a bond issue. 
The deed of trust is generally held to be a mortgage securing 
each bondholder. There may be thousands of bondholders (all 
represented by X) and the single deed of trust eliminates the 
necessity for giving a separate mortgage to each bondholder. 

2. Deed Intended as a Mortgage. A ma.y deliver to B a deed 
absolute in form, but intended merely to seezure some obligation. 
Parol evidence is admissible to establish such intention, and if 
the evidence is clear the deed will be given the effect of a mort- 
gage, and A will be permitted to redeem- Similarly, a deed 
which confers on the grantor the right to repurchase the land 
may be treated as a mortgage. 

WHAT INTERESTS ARE MORTOAGEABLE 

Any present interest in real property ( legal or equitable) 
can be mortgaged (a fee, a life estate, a leasehold interest, a 
dower interest, the interest of a mortgag'or or mortgagee or 
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q{ venczior or vendee under a contract for the sale of land). 
If the real estate is improved, eitlier the land or the im- 
piovetr^ 'Ciiit may be separately mortgaged, or, as is more usual, 
the mo z*r-tgage may include both. 

lfor-«= sage on After-acquired Property. After-acquired 
properfc^r is merely an expressiori for the possibility that 
one ina- 3 r in the future aquire certain property. This mere 
possibiH. :it:y cannot be the subject of a valid mortgage at law. 
but an after-aqmred property clause in a mortgage will, 
neverttoL ^less, create an quitable lien or charge on such prop- 
erty (&3E>ecifically included) as of the time when it is acquired 
by the acxiortg^or. While it is in general true that at law 
one ca_:xrixiot effectively mortgage property to he aquired in 
the ftratrare, yet a mortgage of land attaches thereto as 
changes <3. and improved by natural or artihcial accession, sub- 
stitutio ra, or accretion (buildings erected on mortg^ed lands, 
machirra. ery or quipment so aimexed. to mortgaged buildinp 
as to TEroecome part thereof). As an instance of natural ac- 
cession^ , one may dte a crop mortgage — even though given 
at a ti ncme when the crop has not yet been planted. The crop 
is the i ncrease of the land and is ‘'potentially” in P®®®" 
sion o* dE the landowner. (Some states hold such morses 
invalic3. as apinrf attaching creditors of the mortgagor, on 
the grir-ound that annual crops [frz^cttts industrioles^ ^ 
have et^en a potential ejdstence before planting, in which re- 
spect dtlaey differ from fructus naiur'ales, not requirn^S 
cultivssi-tion.) 

l^^'GCortgage on Equity of Redemption. Th® interest 
of a xrxnortgagor is his equity of redemption. The mort- 
gage of such interest is known as a second mortgage. 
(A o~^?vns property valued at $2S,0(X). He gi''^®® 
fost ueraaortgage in the amount of $10,000. A’s ®<l“*ty m 
the p property is now $15,000. A gives to C a “jj." 
gage in the amount of $5,000. A.*s equity now is 
Theo retically A may give any number of successive 
mort^^ages on his diminishing equity, but in pract*®® 
one r-arely finds property encumbered by more than two 
mortjorages.) 
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thority is said to be otherwise under the lien theory, where 
there is tender after maturity but before foreclosure. By 
statute in a number of states a mortgagee (having received 
payment of the mortgage debt) must enter satisfaction 
thereof on the mortgage record (or execute a release 
thereof) ; otherwise he will be liable to a penalty as well as 
for damages. Unless expressly agreed, the mortgagor has 
no right to anticipate payment, and a tender before the due 
date is not a legal tender and does not extinguish the mort- 
gage; the mortgagee may prefer to have his money invested 
in the mortgage until the maturity date. The mortgagor can- 
not (in the absence of waiver) exercise his right of redemp- 
tion before maturity (receipt, before maturity, of part of the 
debt is not waiver of the right to hold the rest of the invest- 
ment until maturity) ; but if the mortgagee exercises his 
legal right to take possession, it has been held that the mort- 
gagor has an immediate right to redeem. 

FORM 

In form the mortgage is still a conveyance of the legal 
title and must be executed with the same formalities pre- 
scribed for a deed. The obligation which it secures is usually 
evidenced by a separate writing (a bond or a promissory 
note.) 

1. Deed of Trust. A corporation may issue to X, as trustee, 
a deed of trust on corporate property, to secure a bond issue. 
The deed of trust is generally held to be a mortgage securing 
each bondholder. There may be thousands of bondholders (all 
represented by X) and the single deed of trust eliminates the 
necessity for giving a separate mortgage to each bondholder. 

2. Deed Intended as a Mortgage. A may deliver to B a deed 
absolute in form, but intended merely to secure some obligation. 
Parol evidence is admissible to establish such intention, and if 
the evidence is clear the deed will be given the effect of a mort- 
gage, and A will be permitted to redeem. Similarly, a deed 
which confers on the grantor the right to repurchase the land 
may be treated as a mortgage. 

WHAT INTERESTS ARE MORTGAGEABLE 

Any present interest in real property (legal or equitable) 
can be mortgaged (a fee, a life estate, a leasehold interest, a 
dower interest, the interest of a mortgagor or mortgagee or 
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of vendor or vendee under a contract for the sale of land). 

If the real estate is improved, either the land or the im- 
provement may be separately mortgaged, or, as is more usual, 
the mortgage may include both. 

Mortgage on After-acquired Property. After-acquired 
property is merely an expression for the possibility that 
one may in the future acquire certain property. This mere 
possibility cannot be the subject of a valid mortgage at law, 
but an after-acquired property clause in a mortgage will, 
nevertheless, create an equitable lien or charge on such prop- 
erty (specifically included) as of the time when it is acquired 
by the mortgagor. While it is in general true that at law 
one cannot effectively mortgage property to be acquired in 
the future, yet a mortgage of land attaches thereto as 
changed and improved by natural or artificial accession, sub- 
stitution, or accretion (buildings erected on mortgaged lands, 
machinery or equipment so annexed to mortgaged buildings 
as to become part thereof). As an instance of natural ac- 
cession, one may cite a crop mortgage — even though given 
at a time when the crop has not yet been planted. The crop 
is the increase of the land and is “potentially’* in the posses- 
sion of the landowner. (Some states hold such mortgages 
invalid as against attaching creditors of the mortgagor, on 
the ground that annual crops [fructus industridesl do not 
have even a potential existence before planting, in which re- 
spect they differ from fru^tus naturales, not requiring annual 
cultivation.) 

Mortgage on Equity of Redemption. The interest 
of a mortgagor is his equity of redemption. The mort- 
gage of such interest is known as a second mortgage. 
(A owns property valued at $25,000. He gives to B a 
first mortgage in the amount of $10,000. A’s equity in 
the property is now $15,000. A gives to C a second mort- 
gage in the amount of $5,000. A’s equity now is $10,000. 
Theoretically A may give any number of successive 
mortgages on his diminishing equity, but in practice 
one rarely finds property encumbered by more than two 
mortgages.) 
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PURCHASE MONEY MORTGAGE 

A purchase money mortgage is given (contemporaneously 
with the acquisition of the legal title or as part of the same 
continuous transaction) to secure all or part of the purchase 
price of land. If A delivers such mortgage to B, B’s right is 
superior to all claims or liens arising through A (though 
prior in time), including the dower interest of A’s wife, the 
liens of A*s judgment creditors, and any other prior or sub- 
sequent mortgage of A, on the theory that the execution of 
the deed and mortgage are simultaneous acts, so that no 
claim arising through A can attach before the purchase 
money mortgage (which is deemed merely to continue the 
pre-existing right of the vendor). 

RECORDING MORTGAGES 

A mortgage given by A to B is valid between the immedi- 
ate parties without recording. But if A subsequently con- 
veys the property to X, a bona fide purchaser for present 
value and without notice of the unrecorded mortgage held 
by B, X would take the property free and clear of B’s right. 
Similarly if A gives a mortgage to X to secure a present 
advance, X having no knowledge of B^s unrecorded mort- 
gage, B’s right will be subordinate to that created by X's 
mortgage. Hence, B must record his mortgage in order to 
preserve its priority with respect to subsequent (junior) en- 
cumbrancers or bona fide purchasers. 

ASSIGNMENT OF MORTGAGE DEBT 

A transfer by A to B of the mortgage debt, if evidenced 
by a nonnegotiable note or bond, puts B in the position of 
an assignee subject to all defenses available against A (the 
assignor). If the debt is evidenced by a negotiable note or 
bond transferred to B by negotiation, B may be in the posi- 
tion of a holder in due course and take free of personal de- 
fenses available against A. On default (whether or not the 
note or bond is negotiable in form), B (the transferee) can 
enforce the mortgage security. If A transfers the debt to 
B and the mortgage to X, X holds the security interest in 
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trust for B ( security follows the debt”). An assigmjf ^ 
s ou be recorded for the same reason that a 
siou e recorded — to protect the assignee against 
sequen ona fide purchasers. Recording, however i» 
noface to t e mortgagor. The assignee must give him 
no ice, o erwise the mortgagor will be protected with'^ ^ 
spect to any paj^ents he may make to the mortgagee 

SALE op MORTGAGED REAL ESTATE 

If A (™ortgago].^ sells to B property on which C v. u 
a mortgage, this does not exonerate A (even though B ° ^ 
son^ly assies the debt) unless: (1) there is a nolf' 
(whereby C accepts the personal liability of B in 
that of A), or (2'l r. rplpasps B nr ('S'l C. witt. U.. . 
of the facts 


(2) C releases B, or (3) C with ! 
ot tne tacts makes a binding agreement with B for 
tension of time without A’s consent or without resenin^ v' 
rights as to A. (^ jg deemed to be injured by such eictene- 
agreement, as it precludes payment by A at maturity J-tt 
the consequent right in A to be subrogated to C’s positin' \ 
B may take title: ^ 


of 0M*anH tu mortgage. If C’s mortgage secures a j v 
^ a , 1 ^^ property is valued at $10,000, and B pay. 

™ V®®** “subject to” C’s mori^age, this does not! 


and 


-D suDjeci xo mis uoes not ^ 

■mrS-to-aorp R ^ Personal obligation to pay C. If C foreclo-tfrj® 
^ permit the property to be sold, and he 

Snan Tn ^mn'*"***® for any deficiency if the property h?? ^ w 
the tran<!fer Under the mortgage. In this situation at?®® 

not [hf nrinn- A « a Surety for *e mortgage debt, bSi 

debtor: the land itself stands in a ol-« '® 
analogous to that of a principal debtor. ®°®*on 

Mortgage. B pays $5,000 for the 

mortgage (by manifestafion^of^e*'^ 
th? nurnhasl^'* deducting the amount of the mortgage debt f 
acceptance of a deed containing such 
surety after becomes the principal debtor and 1”?^ ’ 

?n ^^ansfcr, an(k in jurisdictions recognizing*?^® 


FORECLOSURE 

Foreclosure, by which the mortgaged property is ^ ^ 
to the satisfaction of the debt, may be either by judidaj nr 
ceedings (followed by judicial sale) or (in most state ^ 
without recourse to the courts, pursuant to irrevocable power 



BUSINESS LAW 


326 

of sale (coupled with an interest) contained in the mort- 
gage (usually after public notice, and sometimes by a public 
official or confirmed by the court, as required by the appli- 
cable statute). The second method has been deemed infer- 
ior, and relatively inconclusive, as open to attack for defect 
of notice or otherwise. If foreclosure is by the former 
method, the land is usually sold under court order, the pro- 
ceeds being applied first to the mortgage debt, and next to 
the satisfaction of claims of junior lienors in the order of 
their priority; and finally the surplus, if any, is paid to the 
mortgagor. If the proceeds of sale are insufficient to satisfy 
the mortgage debt, most states authorize the entry of a 
deficiency judgment against the mortgagor for the deficit. 

REDEMPTION 

Assume that A is the owner of certain real estate. As a 
general rule anyone with an interest in the land and in privity 
with the mortgagor (A) — including an heir, junior mort- 
gagee, or judgment creditor of A, or a tenant from, or co- 
tenant with, him — ^is entitled to redeem. Thus assume A gives 
a first mortgage to B, and later a second mortgage to C. 
D then files notice of mechanics* lien against the property. 
If B*s mortgage falls due and A defaults in payment, A, C, 
and D (or anyone deriving an interest in the mortgaged 
premises through A) have the right to redeem their respec- 
tive interests by payment of the entire debt secured by B*s 
mortgage with interest and such other sums (including court 
costs) as B may be entitled to under the provisions of his 
mortgage. 

The right to redeem may be exercised upon strict com- 
pliance with the applicable statutes (or with the condition 
in the case of foreclosure by action) at any time after 
default and before sale on foreclosure (except where statutes 
bar redemption after a fixed period). Many states permit 
redemption within a limited time (even after sale on fore- 
closure) by payment to the court officer who sold the prop- 
erty of an amount equal to the sum bid for the property 
plus interest and costs. 
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If A (the mortgagor) fails to pay taxes or assessments 
or to defend his title when sued, B (the mortgagee) may 
make such payments and take such steps as may be necessary 
to maintain the integrity of the security, and A is under a 
duty to reimburse B for any sums reasonably expended to 
that end. 

The right to redeem cannot he waived by agreement made 
contemporaneously with, or as a part of, the mortgage trans- 
action, as the courts will not enforce penalties or forfeitures. 



Chapter XLVII 


GUARANTY AND SURETYSHIP 


The risks involved in many business transactions turn 
upon performance by B of some duty owed to A (the duty 
to pay a debt, to perform a building contract, to be honest 
in handling cash and securities entrusted to B’s custody). 
A can often minimize such risks by obtaining from C a 
promise to answer for B’s performance. It is essential to 
the relation of guaranty or suretyship that at least three per- 
sons be involved, and that C^s promise (in form or in sub- 
stance) be a promise to answer for performance by B. 
Common examples of the suretyship relation are: retiring 
partner, continuing partner, and firm creditor; grantee 
who assumes an existing mortgage, mortgagor, and mort- 
gagee. In the following discussion C designates the guar- 
antor or surety, B the principal debtor or obligor, and A the 
creditor or obligee. 

SURETY AND GUARANTOR DISTINGUISHED 

Modem usage tends to the view that the word "surety” 
includes everyone (C) bound on an obligation which, as be- 
tween himself and another person (B), also bound to the 
obligee (A) for the same performance, should be discharged 
by B. In this general sense, indorsers and guarantors are 
sureties. More narrowly, a "surety” is one making to A an 
"original,” "primary,” "absolute,” or "unconditional” promise 
to pay the debt, whereas a guarantor is one making to A 
a "collateral” or "secondary” engagement to answer for the 
debt if the principal debtor (B) fails to pay. The essence 
of the suretyship relation is that as between B and C, the ul- 
timate liability to pay the debt rests on B; and all cases 
where that relation exists may be described, for clarity, by 

328 



SECURITY DEVICES 329 

the single term ^‘suretyship.” The surety may annex to his 
promise any (lawful) contractual condition (C may promise 
to pay A: [1] if B fails to pay, or [2] if A, having made 
diligent efforts, is unable to collect from B, or [3] if B is 
or becomes insolvent). A’s right is in every case determined 
accordingly by Cs undertaking as interpreted in the light 
of the canons and standards applicable to the inteipretation 
of contracts in general. An indorser is in this sense a surety, 
whose undertaking is subject to conditions (particularly as 
to diligence) imposed by the law of negotiable instruments. 

Contracts of guaranty or suretyship are subject to the 
requirements of contracts in general (agreement, considera- 
tion, competency of parties, form, legality) and may or may 
not fall within the Statute of Frauds, depending on circum- 
stances previously discussed (Chapter V). In the absence of 
express agreement the surety or guarantor enjoys certain 
rights peculiarly incident to the guaranty or suretyship rela- 
tion, and these will now be considered. In what follows, C 
will designate either a guarantor or a surety. 

SURETY’S RIGHTS: INDEMNIFICATION 

If C, being legally obligated to do so, pays all or part of 
B's debt, B must reimburse C to the extent of the actual 
payment made by C, not including, however, costs (unneces- 
sarily incurred in defending against asserted liability) or at- 
torneys’ fees which C has been compelled to pay either to 
his (C’s) attorney or to A’s attorney, since the payment of 
such fees could have been avoided by C’s making prompt 
settlement on B’s default. 

SURETY’S RIGHTS: CONTRIBUTION 

C may have one or more cosureties (D, E, F). If C 
makes payment he can compel D, E, and F to contribute 
their respective shares (equal unless otherwise agreed). If 
F is insolvent or outside the jurisdiction, then (in the ab- 
sence of contrary agreement) D and E each must (in equity) 
contribute one-third (not one-fourth) of the payment made 
by C. If C has made only a partial payment on B’s debt, C 
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cannot sue D, E, or F unless such partial payment amounts 
to more than C's pro rata share. If A grants an extension of 
time to D, the non-assenting cosureties C, E, and F are not 
discharged absolutely but only to the extent that D would 
otherwise be liable to contribute; viz., one-fourth of the obli- 
gation (D’s share). A fiduciary relation subsists between 
C, D, E, F. Hence, if collateral (procured subsequently to 
the execution of the primary obligation) is held by any one 
of them, the others have a right to share in any proceeds 
that may be derived therefrom. 

SURETY’S RIGHTS: SUBROGATION 

On payment of B’s debt, C acquires A’s claim and may 
proceed to enforce such claim by suit just as A might have 
done. C is likewise entitled to the benefit of any security 
deposited with A or any lien against B's property in favor 
of A, and may exercise such power of sale or foreclosure 
with respect thereto as A might have exercised, notwith- 
standing the fact that C had no knowledge of such security 
at the time he became surety, or that A did not acquire such 
security until after C became surety. If, however, C has 
paid only part of B’s debt to A, then his right of subroga- 
tion with respect to security in A's possession extends only 
to the excess over what is necessary to protect A on the 
balance due him. (If B deposited securities with C to be 
applied to B’s debt, C must, of course, make such applica- 
tion.) 

If A has collateral security for a number of claims, C’s 
right of subrogation does not arise unless all such claims 
have been paid. The right of subrogation, moreover, applies 
only with respect to property deposited with A by B as 
security — if some third person (X) has also pledged prop- 
erty with A to secure B’s debt, C has no equity in such 
property. 

A also has a right of subrogation to the extent of his 
claim with respect to securities deposited with C by B. If 
C returns the securities to B, A can impress upon them a 
lien in his favor provided the rights of innocent third parties 
have not intervened. If, however, the securities were de- 
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posited with C by some third person (X), A has no equity 
in them : since the securities do not belong to B, they can- 
not be said to form the subject matter of a trust created by 
B for the payment of his debt to A. 

SURETY’S RIGHTS: EXONERATION 

On default by B, G may be unable to pay save by forced 
sale of his (Cs) assets. In that event his right of indemni- 
fication, contribution, or subrogation will not protect him 
against loss. Accordingly, the law permits C (on B’s de- 
fault) to bring action at once against B and the cosureties 
D, E, F to compel pa)maent by B to A or contribution by 
D, E, F to himself (C). Such action by C, before making 
any payment to A, is a legal incident of Cs right to ex- 
oneration. 


THE SURETY’S DEFENSES 

1. Surety’s Grievance against Principal D^tor. Facts giving 
C a cause of action against B may not be used by way of de- 
fense against A (the creditor). C may have been induced to be- 
come a surety through B’s misrepresentations; C may have had 
an understanding with B that C was not to become liable on 
his undertaking unless X also became bound as a surety; B may 
have defaulted in payment of premium due C in consideration 
of C’s undertaking to guarantee B’s performance — none of these 
circumstances is matter of defense in an action by A against C. 

2. Defenses of Principal Debtor Available to Sure^. In 
general, any defense (lack or failure of consideration, illegality) 
available to B (the principal debtor) may also be interposed by 
C (the surety), with the exception of contractual incapacity (in- 
cluding ultra vires) or that the principal obligation is unenforceable 
(as within the statute of Frauds) — although where B, an infant, 
disaffirms the contract and returns the consideration to A, many 
courts hold that C is not liable to A Where B contracted under 
duress, some courts refuse to allow the defense in favor of C 
unless he was ignorant of the fact of duress. The courts are also 
in conflict as to whether, where A’s claim against B is outlawed, 
C may interpose the defense of the Statute of Limitations. If B 
has been induced to contract by A’s fraud, B has an election be- 
tween rescission and damages. Hence, where B has repudiated, 
C may defend on the ground of fraud; otherwise some courts 
hold that he may not avail himself of the defense, as B has the 
right to decide what use he desires to make of the facts consti- 
tuting fraud. 

3. Defenses Based on Fidudaiy Rdationship. The suretyship 
relation is fiduciary in its nature; hence A must impart to C 
any information pertinent to the risk C assumes. If A knows 
that his employee B, has been guilty of past defalcations, A 
must inform C as to such fact; otherwise if C bonds B and sub- 
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sequently learns of B*s past dishonesty, C can rescind and avoid 
any liability. Moreover, if B*s past record for honesty is good, 
A must discharge him after the first offense; otherwise A can- 
not hold C liable for subsequent defalcations by B unless C con- 
sents to A*s giving B another chance. 

4. Extension Agreements. If A, without Cs consent, binds 
himself to extend the time for B’s performance, C is discharged, 
whether or not Cs chance of indemnification has in fact been 
impaired by such extension. To effect such discharge, however, 
mere voluntary indulgence or forbearance by A is not sufficient: 
there must be a binding extension agreement. Notice to C of 
such agreement does not take the place of his consent How- 
ever, even though C does not consent thereto, the extension agree- 
ment does not discharge C if: 

(a) A reserves his rights against C (thereby leaving C free 
to pay B’s debt on the original maturity date, and proceed at 
once against B for reimbursement); or 

(b) Ample securities have been deposited with C (in which 
event C could not possibly be damaged by the extension); or 

(c) C is a paid surety (has received compensation for the 
risk he assumes). In such case an extension will discharge C 
only if he can prove damage — that is, prove that B’s financial 
condition at the extended maturity date was worse than at the 
orfginal maturity date of the debt or obligation; or 

(d) The debt arose under a continuing guaranty. (C guaran- 
teed payment up to $5,000 of goods sold by A to B. A extends 
a past due item of $2,000. C is not released provided other items 
in addition to the $2,000 item do not exceed $5,000.) 

5. Discharge of Principal Debtor. If A releases B, without 
reserving his (A’s) rights against C, C is released, unless (as in 
the case of an extension to which C does not consent) C is 
protected by the deposit of ample securities. Similarly, any 
material change in the terms of the contract between A and B 
discharges C unless he consents thereto. 

6. Release of Collateral If A releases to B collateral pledged 
with A to secure the debt, C is discharged to the extent of the 
value of the released collateral, 

7. Payment or Tender of Payment. Payment or tender of 
payment by B discharges C. Receipt by A of B’s promissory 
note or check does not constitute payment and hence does not 
release C until such instrument has been paid. If B owes A other 
debts which are unsecured, A would naturally apply a payment 
by B to them rather than to the debt for which C is surety. In 
the absence of a direction by B as to how the payment is to be 
applied, A would be at liberty to make any application he pleased 
and C could not object thereto. C may, however, require B to 
agree to direct application of payments to the secured claim. 

8. Set-off and Counterclaim. If C has a claim against A he 
may set it off when sued by A on B’s default. 

CONTINUING GUARANTY 

If C writes A, “Let B have what leather he wants, and 
charge same to B. I will see that you have your pay in a 
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reasonable length of time,” the guaranty is limited to a single 
purchase or transaction, on the ground that “it is not rea- 
sonable to presume any man of ordinar}’^ prudence would be- 
come surety for another without limitation as to time or 
amount.” C’s undertaking would be construed to be a con- 
tinuing guarantee if C set a limit on either the time or the 
amount. If C limits the time but not the amount, C’s guar- 
antee imports liability to a reasonable amount. By giving 
notice to A, C can at any time revoke a continuing guarantee, 
thereby terminating his liability for B’s obligations incurred 
after receipt by A of notice of revocation. Most courts hold 
that C’s death or insanity automatically revokes his continu- 
ing guaranty without notice to A. 



Part IX: Bankruptcy 


Chapter XLVIII 
BANKRUPTCY 

FEDERAL JURISDICTION OVER BANKRUPTCY 

The Constitution confers upon Congress the power to 
“establish uniform laws on the subject of bankruptcies 
throughout the United States.” The latest comprehensive 
revision of the bankruptcy law of 1898 was the Chandler 
Act (effective September 22, 1938). All bankruptcy legis- 
lation is informed by a double purpose: to give an honest 
debtor the opportunity to rehabilitate himself, and, in the 
event of liquidation, to make a fair distribution of his assets 
among his creditors. Less obAdous, but perhaps more im- 
portant, is the regulatory and unifying influence of bank- 
ruptcy law on credit transactions and business usage through- 
out the country. 

VOLUNTARY OR INVOLUNTARY PROCEEDINGS 

Bankruptcy is either voluntary or involuntary, depending 
upon whether the proceeding is initiated by the debtor’s 
filing a voluntary petition in a United States District Court, 
or by his creditors’ filing an involuntary petition in that 
court. With reference to ends sought to be accomplished, 
available procedures may be classified as follows : 

Voluntary Proceedings by Corporations (except build- 
ing and loan associations, municipal, railroad, insurance, or 
banking corporations) : 

1. “Strict” Bankruptcy: liquidation of assets, ratable distribu- 
tion to creditors, and discharge of bankrupt 

2. Arrangement: agreement requires consent of majority in 
number and amount of creditors and approval by the court 
(Qaims for $50 or less are not counted in computing the number 
of creditors: so that holders of small claims cannot control the 
administration of the estate.) The arrangement affects only nn- 
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secured debts. Consideration for arrangement may be debtor’s 
stock or other securities, or extension of time may be granted 
without any consideration, the business meanwhile being operated 
by a receiver, trustee, or by the debtor-in-possession. Unsecured 
claims may be classified and small claims given priority. 

3. Reorganization: if adequate relief cannot be obtained under 
Arrangement Proceedings, the corporation may be permitted to 
reorganize. Reorganization usually involves a scaling down of 
the capital and debt structure, including secured obligations. 
Where indebtedness exceeds $3,000,000 the plan of reorganization 
must be submitted to the Securities and Exchange Commission 
for examination, and the commission may intervene as a party in 
any reorganization proceeding. The plan of reorganization must 
be approved by “creditors holding two thirds in amount of the 
claims filed and allowed of each class,, and, if the debtor has not 
been found to be insolvent, by or on behalf of stockholders hold- 
ing the majority of stock ... of each class” (Sec. 179). 

Voluntary Proceedings by Individuals: 

1. Strict Bankruptcy: petitioner may be solvent or insolvent 

2. Arrangement Procedure. 

3. Real Property Arrangements: provide for settlement or 
extension of debts secured by real property. 

4. Wage Earners’ Plans: provide for payment of debts (se- 
cured and unsecured) out of future earnings. Unsecured creditors 
must approve plan by majority in number and amount of claims. 
Claims of secured creditors who do not assent to the plan are 
not affected. 

Involuntary Proceedings against Corporations (other 
than a building and loan association, or a municipal, rail- 
road, insurance, or banking corporation) : 

1, Strict Bankruptcy: petition for adjudication may be filed by 
three or more creditors whose unsecured claims in the aggregate 
amount to $500 or over but debtor cannot be adjudicated a bank- 
rupt unless his debts amount to $1,000 or over. Petition may be 
filed within four months after the commission of an act of 
bankruptcy. 

2. Reorganization: petition may be filed by three or more 
creditors whose claims in the aggregate amount to $5,000 or 
over, or by an indenture trustee. Petition must state that^ the 
corporation is insolvent (liabilities exceed assets) or that it is 
unable to meet its debts as they mature; facts showing that 
adequate relief cannot be obtained under the Arrangement Pro- 
cedure; and 

“(1) that ther corporation was adjudged a bankrupt in a pend- 
ing proceeding in bankruptcy; or 

“(2) that a receiver? or trustee has been appointed for or has 
taken charge of all or the greater portion of the property of the 
corporation in a pending equity proceeding; or 

“(3) that an indenture trustee or a mortgage under a mort- 
gage is, by reason of a default, in possession of all or the greater 
portion of the property of the corporation; or 



BUSINESS LAW 


336 

“(4) that a proceeding to foreclose a mortgage or to enforce 
a lien against all or the greater portion of the property of the 
corporation is pending; or 

“(5) that the corporation has committed an act of bankruptcy 
within four months prior to the filing of the petition.” 

Involuntary Proceedings against Individuals. 

Strict Bankruptcy. Any person owing debts amounting to 
$1,000 or more (except a wage earner whose compensation does 
not exceed $1,500 a year, or a farmer) may be adjudicated an 
involuntary bankrupt. Petition may be filed (within four months 
of the commission of an act of bankruptcy) by three or more 
creditors whose unsecured claims in the aggregate amount to 
$500 or over. Where there are less than twelve creditors the peti- 
tion may be filed by one creditor whose unsecured claims in the 
aggregate amount to $500 or over. 


ACTS OP BANKRUPTCY 

Involuntary petitions for adjudication (“strict** bank- 
ruptcy) must, and involuntary petitions for corporate re- 
organization may, be based on the commission of an act of 
bankruptcy within four months before the filing of the peti- 
tion, Six acts of bankruptcy are defined by the statute: 

1. Fraudulent Conveyance: transfer, removal, or secretion of 
assets by the debtor (whether solvent or insolvent at the time) 
with intent to hinder, delay, or defraud creditors. Solvency of 
the debtor at the time the petition is filed is a complete defense 
to any proceeding based on this first act of bankruptcy. 

2. Preference: transfer by the debtor, whUe insolvent^ of “any 
portion of his property to one or more of his creditors with in- 
tent to prefer such creditors over his other creditors.” 

3. Preference by Judicial Liens occurs where a person has 
“suffered or permitted, whXLe insolvent^ any creditor to obtain a 
lien upon any of his property through legal proceedings and not 
having vacated or discharged such lien within thirty days from 
thq date thereof or at least five days before the date set for any 
sale or other disposition of such property,” In determining 
wheAer this act has been committed within four months before 
the filing of a petition, the starting point is not the date of the 
hen but the expiration of the thirty day period or the fifth day 
before the date set for the sale of sucli property. 

4. General Assignment for the Benefit of Creditors. (In- 
solvency at the time of such assignment is not a necessary element 
of this 4th act of bankruptcy.) 

5. Appointment of Receiver or Trustee (while debtor is 
insolvent or unable to pay his debts as they mature). 

6. Written Admission of Inability to Pay Debts and Willing- 
ness to be adjudged a bankrupt (insolvency — excess of liabilities 
over assets — IS not a necessary element of this 6th act of bank- 
ruptcy). 



bankruptcy 


337 

In connection with the 2nd, 3rd, or 5th act of bankruptcy^ 
the solvency of the debtor at the time of filing the petition, 
or his inability to pay his debts as they mature, may be put 
in issue by the debtor. In no case is mere insolvenc}" sufS- 
cient to ground an involuntary petition against the debtor. 
With reference to acts 1, 2, and 4, in order to determine 
whether the act of bankruptcy has been committed within 
four months before the filing of the petition, one must take 
as a starting point the date when “the transfer became so 
far perfected (e.g., by recording) that no bona fide pur- 
chaser from the debtor and no creditor could thereafter have 
acquired any rights in the property so transferred superior 
tQ the rights of the transferee therein; but if such transfer 
is not perfected prior to the filing of the petition in bank- 
ruptcy ... it shall be deemed to have been immediately made 
before the filing of such petition.” 

ADJUDICATION 

The debtor may file an answer to an involuntary petition. 
The judge determines the issues and either dismisses the 
petition or adjudicates the debtor a bankrupt. (The debtor 
may have a jury trial on the issue of insolvency or any act 
of bankruptcy alleged to have been committed by filing a 
request therefor with his answer.) 

PROCEEDINGS AFTER ADJUDICATION 

Proceedings after adjudication may be conducted by the 
Referee, an officer appointed by the District Court and now 
required to be a member of the bar of that district in good 
standing. Within five days after adjudication the bankrupt 
must file his schedules (in voluntary bankruptcy schedules 
must accompany the petition) listing all creditors and the 
amount of their claims, and the bankrupt’s claim for exemp- 
tion. 


FIRST MEETING OF CREDITORS 

The Referee calls and presides over the first meeting of 
creditors held after adjudication. The bankrupt is required 
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to be present, and to submit to an examination concerning 
his property. (A bankrupt may be required to file a cost 
inventory, as of the date of bankruptcy; and in any pro- 
ceeding to compel a bankrupt to turn over property or to 
account for its disposition, “if his books, records, and ac- 
counts shall fail to disclose the cost to him of such property 
sold by him during any period under consideration, it shall 
be presumed, until the contrary appear, that such property 
was sold at a price not less than the cost thereof to him.”) 
The creditors at the first meeting elect the trustee, -who must 
receive the votes of a majority in number of the creditors 
{exclusive of creditors whose claims are for $50 or less) 
and the votes of creditors holding a majority in amount of 
all claims {including claims of $50 or less) . Secured creditors 
may vote only to the extent that their claims exceed the 
value of securities or priorities enjoyed by them. Relation- 
ship within the third degree of consanguinity as interpreted 
at common law, or affinity to the bankrupt (bankrupt’s 
spouse, the stockholders, officers, and directors of a bank- 
rupt corporation) may disqualify a creditor for voting for 
the trustee. 


TRUSTEE 

The duly to liquidate assets and make distribution to the 
creditors rests on the trustee. Pending his election by the 
creditors, the court may appoint a Receiver, who has tem- 
porary custody of assets; but upon election and qualifica- 
tion, the trustee acquires the title of the bankrupt (as of the 
date the petition in bankruptcy was filed) to all of the bank- 
rupt’s property, except allowable exemptions which the trus- 
tee must set aside. The trustee enjoys the status of a lien 
creditor with respect to the bankrupt’s property, and this may 
place him in a position superior to that of the bankrupt (as 
where bankrupt is in possession of goods under an unre- 
corded conditional sales contract, or as mortgagor under an 
unrecorded chattel mortgage). Within sixty days after the 
bankrupt’s adjudication the trustee may elect to assume or 
reject executory contracts of the bankrupt (leases, contracts 
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for future delivery of merchandise). If no election is made 
within sixty days, such contracts are deemed rejected as a 
matter of law. 

DEBTS WHICH HAVE PRIORITY 

Before creditors are entitled to receive any dividends the 
following must be paid in full and in the oitier named: 

1. Costs of administration, including expenses incurred by 
creditors in recovering assets for the benefit of the estate, counsel 
fees of attorneys representing the petitioning creditors, the bank- 
rupt, receiver, and trustee. 

2. Wages, not to exceed $600 to each claimant, which have 
been earned within three months before the date of the com- 
mencement of the proceeding, due to workmen, servants, clerks, 
or traveling or city salesmen on salary or commission basis, whole 
or part time, whether or not selling exclusively for the bankrupt. 

3. Reasonable costs and expenses incurred by creditors wh 4 ^, 
by their objections, have prevented the confirmation of an arrange- 
ment or wage-earner plan, or the discharge of the bankrupt, or 
who have adduced evidence resulting in the conviction of any 
person of an offense under the Bankruptcy Act 

4. Taxes due and owing to the United States, or to any state 
or any subdivision thereof, provided the tax does not exceed the 
bankrupt’s interest in the property against which it is assessed. 

5. Debts entitled to priority under the laws of the United 
States, but not under state laws (in a bankruptcy proceeding in 
New York a claim for premiums for workmen’s compensation in- 
surance is not entitled to priority: the New York statute purport- 
ing to confer priority on such claim is of no effect). However, 
if a landlord’s claim for rent is entitled to priority under state law, 
such claim has priority in bankruptcy, but “such priority for 
rent to a landlord shall be restricted to the rent which is legally 
due and owing for the actual use and occupancy of the premises 
affected, and which accrued within three months before the date 
of bankruptcy.” 


VOIDABLE PREFERENCE 

“Preference” as an act of bankruptcy does not mean the 
same thing as “voidable preference,” a transfer of property 
by the bankrupt which may be set aside by the trustee. A 
transfer may be an, act of bankruptcy even though the 
ccreditor had no reasonable cause to believe the debtor insol- 
vent when the transfer was made. Such transfer may be a 
preference, but it is not voidable. Creditors may retain 
erential payments unless they had reasonable 
lieve the debtor insolvent when such payments wer 
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If X, a creditor, receives a preferential payment of $800 and 
thereafter extends credit to the bankrupt in the amount of 
$500, the trustee may recover from X only $300 : X is per- 
mitted to set off the amount of the new credit remaining un- 
paid at the time of the adjudication in bankruptcy. A trans- 
fer is not a preference unless it depletes the estate ; hence if 
the creditor furnishes some present consideration for the 
transfer (cash loan secured by mortgage on debtor’s fixtures) 
he will be protected notwithstanding the fact that he was 
fully aware of the debtor’s insolvency. Preference is per- 
missible under the rules of set-off. (X owes the bankrupt, 
B, $1,000 and B owes X $800. X is permitted to set off B’s 
debt to him, with the result that X owes B $200, X having 
thereby obtained a preference on his $800 claim against B. 
Thus banks may set off a bankrupt depositor’s balance 
against loans to the depositor, unless the deposit was made 
for the express purpose of preferring the bank, in which 
event the right of set-off is denied, and the amount of the 
deposit must be turned over to the trustee in bankruptcy as 
part of the estate.) 

LIENS UNDER JUDICIAL PROCEEDINGS 

Every lien against the property of B (bankrupt), obtained 
under judicial proceedings within four months before the fil- 
ing of a petition in bankruptcy, is void if B was insolvent at 
the time such lien was obtained, except that liens in favor 
of employees, contractors, mechanics, and landlords and tax 
liens may be valid against the trustee in bankruptcy ‘'even 
though arising or perfected while the debtor is insolvent and 
within four months prior to the filing of the petition in 
bankruptcy.” 


FRAUDULENT TRANSFER 

A transfer of property may be fraudulent because T 
(transferor) makes it with the actual intent to hinder, delay, 
or defraud his creditors (existing or future). Intent to de- 
fraud existing creditors will be presumed in law if the trans- 
fer was made without fair consideration and if T was in- 
solvent when the transfer was made, or if he was thereby 
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rendered insolvent : under such circumstances T's actual in- 
tent is immaterial. Such fraudulent transfer made within 
one year before the filing of the petition in bankruptc}" is 
void against the trustee in bankruptcy, except that a bona 
fide purchaser of the property so transferred will be pro- 
tected. This rule, of course, in no way limits the right of T’s 
creditors to bring suit to set aside as fraudulent, transfers 
made more than one year before the filing of a petition in 
bankruptcy. Such right is determined by the law governing 
fraudulent conveyances. 

PROVABLE DEBTS 

Not all classes of debts are entitled to share in the estate. 
Dividends will be paid only on provable debts, including: 

1. Fixed liabilities: judgments, open accounts, contracts ex- 
pressed or implied. Claims of creditors who have received voidable 
preferential transfers or payments will not be allowed until the 
preference has been surrendered, and then the creditor may prove 
only for the excess of his claim over the preference. 

2. Contingent liabilities: contingent debts and contractual 
liabilities; claims for damages arising out of anticipatory breach 
of contract, but a lessor's claim for rent under an unexpired lease 
will not be allowed for more than: (a) the rent reserved for the 
one year succeeding the date of the surrender of the premises to 
the landlord or the date of re-entry by the landlord (whichever 
occurs first), plus (b) the unpaid rent accrued up to such date 
of surrender or re-entry. Provisions for acceleration are without 
effect in determining amounts due under (a) and (b). 

3. Provable debts reduced to judgment after the filing of the 
petition and before discharge. 

4. Claim for damages based on negligence, where suit was 
pending when the petition in bankruptcy was filed. Tort claims, 
in general, are not provable unless liquidated by judgment or 
settlement before the petition in bankruptcy was filed. 

All claims must be filed within six months from the date 
first fixed for the first meeting of creditors, except that the 
time for filing tax claims may be extended. 

DISCHARGEABLE CLAIMS 

A discharge in bankruptcy releases the debtor from all 
provable claims with certain exceptions among which may 
be noted : 

1. Liabilities based on frau4 embezzlement, misappropriation, 
or defalcation while acting in a fiduciary capacity; obtaining 
money or property by false pretenses. 
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2. Torts involving wilful and malicious injury to person or 
property (such claim, if reduced to judgment before the petition 
was filed, is provable). 

3. Taxes. 

4. Alimony, maintenance or support of wife or child, seduc- 
tion, criminal conversation. 

5. Claims not scheduled in time for proof and allowance, un- 
less the creditor had notice or actual knowledge of the bank- 
ruptcy proceedings. 

6. Wages of the kind entitled to priority (see page 339) 
earned within three months before the date of commencement 
of the proceedings in bankruptcy. 

7. Money belonging to an employee and deposited with his 
employer as security for the faithful performance of a contract 
of employment. 

DISCHARGE IN BANKRUPTCY 

Unless valid objections are filed, a bankrupt will be granted 
a discharge from all dischargeable claims listed in his sched- 
ules. Valid objections are based on some form of fraudulent 
commercial behavior (issuing false financial statement for 
credit purposes, failure to keep records or books of account, 
the commission of some specific bankruptcy offense). Only 
one discharge will be granted within a period of six years. 
The discharge of a partnership does not discharge the in- 
dividual general partners from liability for the partnership 
debts. 



Part X: Government Regulation 
of Business 


Chapter XLIX 
TRADE REGULATION 

THE COMMERCE CLAUSE 

The power of the Federal Government to regulate busi- 
ness derives from the "commerce” clause of the Constitution, 
which provides that "The Congress shall have power. . , to 
regulate commerce with foreign nations, and among the 
several States, and with the Indian tribes.” “Commerce” in 
the Constitution is said to be a practical concept drawn from 
the established course of business and meaning intercourse 
(and all its component parts) for the purpose of trade (in- 
cluding the purchase, sale, and exchange of commodities, the 
carriage of persons and property, and the transmission of 
intelligence) and all the instrumentalities whereby it is 
carried on. The power is exclusive. Under the constitu- 
tional grant of power over interstate and foreign commerce 
it has been held that Congress (being under no limitations 
other than those found elsewhere in the Constitution) may 
legislate : 

^ To prevent the disturbance of interstate commerce (by cessa- 
tion of the movement therein of manufactured products). Such 
disturbance may be caused by strikes of employees of a manu- 
facturer not engaged in interstate commerce; similarly Congress 
may prevent disturbance of interstate commerce by an integrated 
system of public utilities wholly within a single state, but sup- 
plying electrical energy to interstate railroads, trains, and ter- 
minals, to carriers of messages in interstate and foreign commerce, 
and to federal buildings; 

To prohibit the carriage in interstate commerce of goods man- 
ufactured therefor by employees whose wages and hours of em- 
ployment do not conform to standards enacted by Congress; 

To provide for the inspection at auction sales of a commodity 
of which from 81% to 85% was destined for interstate trans- 
portation; 

To regulate the marketing of intrastate milk which so com- 
petes with the handling of interstate milk as to ‘‘affect its price 
structure”; 
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To impose a tax of 19549^0 on the gross sales of bituminous 
coal producers not “voluntarily” subscribing for membership 
under the Act of 1937 — apparently on the theory that price- 
fixing is a fundamental regulatory technique in the social control 
of industrial enterprise by the government (where conditions 
curtail the regulative force of competition) although the business 
is not “affected with a public interest.” 

Even where Congress has not acted, no state may regulate or 
burden interstate commerce (as by levying a privilege tax 
measured by the gross receipts of the taxpayer from his 
business of marketing fruit shipped from the taxing state 
to the places of sale in other states and foreign countries, 
or an income tax on net income derived wholly from in- 
terstate commerce; but if the tax were apportioned to 
activities carried on within the taxing state, it might be sus- 
tained). Thus a 2 % sales tax to be paid by the seller, 
imposed by New York City, having power to tax trans- 
actions consummated within its limits, may constitutionally 
apply to a contract for the transfer of title or of possession, 
within the city, of coal mined in Pennsylvania and carried 
thence to a terminal in New Jersey and thence to pur- 
chasers in the city (since there is no practical likelihood 
of the tax being used to place interstate commerce at a 
disadvantage). 

Police Power. Where Congress has not acted, a state 
may under its police power enact local regulations of in- 
terstate or foreign commerce in the interest of public health, 
morals, convenience, or safety. Such regulations may have 
an incidental (but not a direct) effect on interstate com- 
merce, provided they do not relate to matters which require 
uniform treatment throughout the nation (in the absence of 
regulation by Congress, a Pennsylvania state statute regu- 
hting the milk industry was held not to constitute a pro- 
hibited burden on interstate commerce, because of the com- 
paratively small amount of the state's total milk production 
which was exported). A statute of state A regulating the 
shipment of intoxicating liquor into that state may thus 
apply to one carrying liquor from state B across state A 
to state C. 

Congressional action supersedes state laws on the same 
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subject, unless the federal regulation is limited. Aspects of 
the subject not falling within the scope of such limited 
federal regulation may be controlled by the state unless 
the federal statute indicates a legislative intent to pre- 
empt the entire field or unless a state statute, in its terms 
or in its administration, is in plain conflict with the act or 
policy of Congress. (A state statute prohibiting the oper- 
ation on state highways of any vehicle carrying any other 
vehicle “above the cab of the carrier vehicle or over the 
head of the operator of such carrier vehicle” is properly 
applicable to interstate carriers [as a valid regulation by 
the state of “size and weight”] since the Federal Motor 
Carrier Act of 1935 [while conferring on the Interstate 
Commerce Commission some measure of power in regard 
to safety regulations] reserved from the regulatory power 
of the Commission the matter of “sizes and weight of 
motor vehicles” thereby leaving it to the states to regulate 
under their police power.) 

The power of a state to regulate its internal commerce 
is exclusive if that internal commerce affects interstate 
commerce only slightly, indirectly, and remotely. But if 
such internal commerce has a direct and substantial effect 
upon interstate commerce, it falls within the constitutional 
power of Congress under the commerce clause. (Where 
railroad carriers are engaged in both interstate and intra- 
state transportation, federal control of intrastate rates 
has been sustained as being indispensable to effective con- 
trol of interstate rates; similarly, the Supreme Court held 
recently that a federal statute giving the Secretary of Agri- 
culture the power to fix minimum prices on milk mov- 
ing in interstate commerce, impliedly authorizes him to fix 
prices on competing milk produced and sold entirely within 
one state.) The constitutionality of the National Labor 
Relations Act has been upheld as applied to a corporation 
which manufactured iron and steel products in its factories 
in Pennsylvania, on the ground that the activities sought 
to be regulated directly affected interstate commerce al- 
though (when separately considered) they might be intra- 
state in character. The scope of this power must be con- 
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sidered in the light of our dual system of government, and 
may not be extended so as to embrace effects upon inter- 
state commerce so indirect and remote that to embrace 
them, in view of our complex society, would effectually 
obliterate the distinction between what is national and 
what is local and create a completely centralized govern- 
ment. The question is necessarily one of degree. 

“Flow Theory” (Stream or Flow of Commerce). The 
Supreme Court sustained the Packers and Stockyards Act 
on the ground that the stockyards were but a throat through 
which the current of commerce flowed and that, hence, sales 
at the stockyards were not merely local transactions: sales 
effected “a local change of title” but did not “stop the flow.” 
Employing the same metaphor the Court similarly upheld 
the Grain Futures Act of 1922 regulating transactions on 
the Chicago Board of Trade. 

DUE PROCESS 

The power of the Federal Government to regulate business 
is limited by the “due process” clause (the Fifth Amendment 
to the Constitution, which provides, in part: “No person 
shall be . . • deprived of life, liberty, or property, without 
due process of law”). Similarly, the Fourteenth Amend- 
ment to the Constitution limits the regulatory power of the 
states. Due process may refer to either: 

1. Procedural Due Process (which prescribes the essen- 
tial conditions of a fair hearing) ; or 

2. Substantive Due Process (which defines civil rights to 
“life, liberty, and property.” 

Procedural Due Process. The essentials of a fair trial 
or hearing are these: 

1. D must be given notice of the nature, time, and place 
of a proceeding directly affecting his rights ; and 

2. Have an opportunity to be heard in an orderly pro- 
ceeding adapted to the nature of the case ; 

3. Before a court or tribunal having authority to proceed 
with respect to persons and subject matter. 
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Administrative Boards and Commissions. Under the 
common law the courts never lost their jurisdiction to de- 
termine the propriety of administrative or official acts, 
whereas on the continent the executive power was (in theory) 
autonomous. With the establishment of the I.C.C. (1887) 
attention centered on the administrative order, by the issu- 
ance of which the Commission exercised a power which 
(under the common law tradition) belonged to the courts— 
a power, namely, to determine the meaning of v^e terms 
such as “unreasonable,” which Congress had written into the 
basic statute. (Similarly, the Federal Trade Commission 
Act [1914] does not define “unfair method of competition” 
or “deceptive acts or practices,” but charges the Commission 
with the duty of giving to these terms a specific content in 
the light of experience and changing conditions.) Further- 
more, the Cmnmission was not bound to follow court pro- 
cedure and strict rules of evidence, but could conduct its 
hearing with a certain degree of infonnalily. Both the ad- 
ministrative power and the manner of its exercise were 
initially challenged as violative of the requirements of “due 
process.” However, it became settled that Congress might 
lay down policies and establish standards “while leaving to 
selected instrumentalities the making of subordinate rules 
within prescribed limits and the determination of the neces- 
sity and validity of such provisions.” The vast expansion of 
this field of administrative regulation^ in response to the 
pressure of social needs is made possible under our system 
by adherence to the basic principles that the legislature shall 
appropriately determine the standards of administrative 
action, and that in administrative proceedings of a quasi- 
judicial character the liberty and property of the citizen 
sliall be protected by the rudimentary requirements of fair 
play. For lack of such standards the N.I.R.A. was declared 
unconstitutional, the Supreme Court holding that Congress 


1 Witfal the exiactment of state public utility acts (xnodded after the Z.CC. Act) 
the administrative board or commission became a familiar and increasingly 
important organ of government (both federal and state). The businessman 
must not only proceed in accordance with the basic laws of contracts, sales, 
negotiable instruments, etc., but must comply with all applicable »ecutive 
orders and administrative regulations, the number and complexity of which 
become ever more formidable. 
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could not delegate to the President blanket power to make 
codes of fair competition for industries. Even the minimum 
procedural saf^tiards of due process of law (notice and 
reasonable opportunity to be heard) were formerly not re- 
quired in connection with such administrative rule-making 
as wage fixation for an industry, either because such rule- 
making was deemed l^slative rather than judicial, or be- 
cause it was not thought practical to get in the parties inter- 
ested. Now, however, rate-making is quasi-judicial, and 
judicial review of the legality of administrative regulations 
may properly extend to the determination of whether or 
not administrative findings of essential facts (whereon the 
regulations are made to rest) are supported by substantial 
evidence. 

Gsngress may provide that fact findings (of an administra- 
tive board), if supported by evidence, shall be conclusive. 
But this means that such findings must be supported by sub- 
stantial evidence — evidence acceptable to a reasonable man 
— evidence that would justify a refusal to direct a verdict, 
if the trial were to a jury and the conclusion sought to be 
drawn from it were one of fact for the jury. 

Due process also entitles a respondent to judicial review 
of an administrative decree (whether such decree be “affirma- 
tive” or not), but a respondent must exhaust the prescribed 
administrative remedy before he is in a position to apply 
to the courts for relief against a threatened injury. 

Substantive Due Process. The Supreme Court has 
held that the due process clause is more than a mere pro- 
cedural guarantee ; that it is also a limitation on the power 
of Congress to pass laws arbitrarily aflfecting life, liberty, 
and property. Similarly, the Fourteenth Amendment (adopted 
in 1868) has been interpreted by the Court as a substantive 
limitation on the power of the state l^slatures. Several 
federal and state statutes designed to regulate wages and 
hours, and to improve social conditions have been declared 
unconstitutional on the ground that they violated the freedom 
of contract whidi the Court held formed an int^[ral part 
of the “liberty” guaranteed by substantive due process. 
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Public and Privatp Business. The state may reg[ulate 
ce^in aspects of -any business, whether it be "private” or 
“affected with a public interest.” This "police power” to 
legislate for the protection of public health, safety, and 
morals embraces: 

1. Organizational procedure (incorporation, linuted part* 
nership). 

2. Operational requirements (sanitaiy regulations, safety ap- 
pliances, liability, and unemployment insurance, wages, hours, 
zoning ordinances, fire and sanitary regulations). 

3. Marketing and Advertising (weights, measures, quality 
standards, containers, false advertising, < misbranding). 

4. Person^ and Professional services (licensing: architects, at- 
torneys, auctioneers, aviators, chauffeurs, commission merchants, 
contractors, doctors, public accountants, etc. Standards are estab- 
lished to protect the public against incompetence and unethical 
conduct). 

The state may not, however, under present conditions com- 
pel a blacksmith or a baker to establish uniform reasonable 
charges, to serve all customers without discrimination, or to 
rntiHrine the operation of certain facilities. On the other 
hand, neither the butcher nor the baker can exerdse the 
right of eminent domain (can take private property for a 
public use) or receive a grant-in-aid (public subsidy) or a 
secondary franchise (right to use public highway for a busi- 
ness purpose). Such restrictions, powers, and privileges are 
glikp the mark of a “quasi-public” enterprise — public utili- 
ties, such as telephone, railroad, power, and water companies. 

State statutes limiting the profits of theatre ticket brokers 
or the rates to be charged by private employment agmdes, 
or fiixing the price at which gasoline might be sold in the 
state, or requiring a person to secure a certificate of pubhc 
convenience or necessity before engaging in the ice business, 
have in the past been held violative of substantive due pro- 
cess, on the ground that the businesses in question were not 
“aff^ed with a public interest.” However, no satisfactory 
criteria for differentiating pubUc from private business could 
be found, and the trend has been to validate price and wage 
regulation, whether state or national. A number of recent 
Supreme Court dedsions illustrate this trend. 
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1930. The Court upheld the power of the Secretary 
of Agriculture under the Packers and Stockyards Act to 
determine the just and reasonable charges of persons 
engaged in the business of buying and selling in inter- 
state commerce livestock at a stockyard on a commis- 
sion basis. 

1931, The Court sustained a state statute limiting 
commissions of agents of fire insurance companies. 

1934. The Court upheld a state statute which author- 
ized the fixing of retail prices for milk. 

1937. The Court sustained a state statute fixing mini- 
mum wages for women and minors. 

1937. The Court sustained a state statute fixing maxi- 
mum warehouse charges for the handling and selling of 
leaf tobacco. 

1939. The power of Congress to authorize the fixing 
of minimum prices for milk was upheld under the com- 
merce clause. 

1940. The Court sustained the price fixing provisions 
of the Bituminous Coal Act of 1937. 

1941. The Court upheld the minimum wage and maxi- 
mum hour provisions of the Fair Labor Standards Act 
of 1938. 

1941. The Court upheld a state statute limiting the 
amount of the fee which may be charged by private employ- 
ment agencies (overruling an earlier decision which had de- 
clared a similar state statute to be violative of the due 
process clause). 

Four of these cases involved federal legislation which was 
sustained under the commerce clause; in others, the Court 
upheld state statutes regulating prices or wages, not on the 
ground that a so-called emergency justified the exercise of 
''police power” or that the particular business was "affected 
with a public interest,” but simply on the theory that a state 
has sovereign power to determine (reasonably) that any 
business is subject to control to whatever degree may be 
required by the public welfare. The rejection of the doctrine 
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which attempted to distinguish public from private business 
is implicit in the Court’s declaration (in the case which sus- 
tained the New York milk control act) that there is no 
“closed category of businesses afFected with a public in- 
terest,” and that where regulation is proper the sovereign 
power cm control price as well as all other incidents of the 
bttsiness. 

By implication, this case seems to confer upon the state 
the power to regulate any business, lock, stock, and barrel, 
whenever the legislature reasonably determines that circum- 
stances are such as to affect it with a public inte rp s t. 

The clear recognition that where regulation is proper, it 
may extend to price as well as to all other incidents of a 
business, should similarly dispel another (historically) false 
notion — that “police power” is different from or less than 
sovereign power. As to whether sovereign power extends to 
price regulation, there never should have been any question. 
There were English penal statutes against forestalling, re- 
grating, and engrossing (“cornering” a market or creating 
a monopoly) and old English statutes prices, 

wages, weights and measures, even quantity and quality of 
commodities. In New York and Massachusetts there were 
early statutes fixing prices, wages, and hours and even limit- 
ing profits. 

RESTRAINT OF TRADE AT COMMON LAW 

Assume that D, the proprietor of a market in Boston, sells 
his business (including the good will) to P, promising as 
part of the consideration not to open a similar store within 
a half mile of his former store for a period of two years. 
D’s promise is enforceable at common law. True, the promise 
limi ts competition to some extent and partially restricts D 
in the exercise of his trade, but agreements in restraint of 
trade are valid and enforceable (unless the restraint sought 
to be imposed is unreasonable') if merely incidental to the 
accomplishment of a normal and legitimate purpose. A re- 
straint is unreasonable if it: 

1. Is greater than is necessary to protect the one for 
whose benefit it is imposed (a promise by D not to open a 
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to B for resale on a commission basis, A may establish re- 
sale prices (since B is A's agent) . 

FEDERAL LAWS TO PRESERVE 
FREE COMPETITION 

At common law a contract in unreasonable restraint of 
trade was illegal only in the sense that it was unenforceable, 
but the making of such contract was not a criminal offense. 
The need for more effective sanctions led Congress to pass 
penal statutes designed to preserve free competition. These 
statutes have been either general in their application or re- 
stricted to particular industries. The general statutes are: 
the Sherman Act, the Clayton Act, the Federal Trade Com- 
mission Act, and the Robinson-Patman Act (collectively re- 
ferred to as the "Anti-trust Laws”). Statutes regulating 
particular industries, subjecting them to or (in some cases) 
excepting them from the general operation of the Anti-trust 
Laws include: 

Interstate Commerce Act (2fi87). Contains the following anti- 
monopolistic provisions: competing railroads are not permitted 
to pool freights or divide earnings except on approval of the Inter- 
state Commerce Commission; a railroad may not acquire an in- 
terest in a competing water service carrier; competing carriers 
may not have interlocking directorates or identical ofi&cers except 
on approval of the_ I.C.C. On the other hand, consolidations and 
mergers are permissible, and two or more radroad carriers are 
permitted, after hearing, to acquire control of another carrier 
through stock purchase or through purchase or lease of properties. 
(Smil^ly, the Motor Carrier Act of 1935 sanctions the con- 
solidation or merger of motor carriers on approval of the I.CC., 
and the Civil Aeronautics Act of 1938 permits consolidation or 
merger of air carriers on approval of the Authority.) Unrestricted 
competition may not (under certain circumstances) be in the 
public interest. The Reed^Bulwinkle Act of 1948, amending the Inter- 
state Commerce Act, permits railroads, truck lines, and inland 
waterway carriers to make agreements on rates, provided such 
agreements are approved by and filed with the Interstate Com- 
merce Commission. 

Packers and Stockyards Act (1920). Regulates commerce in live- 
stock and Its products. 

Federal Alcohol Administration Act (1935), Affects the liquor in- 
dustry, and deals with unfair trade practices therein. 

The Shipping Act of 1916. Permits steamship lines engaged in 
foreign trade or interstate commerce to fix rates, apportion traffic, 
and pool their earnings. The Act prohibits certain practices, includ- 
ing the payment of ‘‘deferred rebates** to shippers and the use of 
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"fighting ships.” A “deferred rebate” is a refund of a portion of the 
freight charges paid by a shipper under an agreement that he will 
use the facilities of a particular carrier for a specified time A 
"fighting ship” is a ship used by a company, or a conference of 
carriers, desiring to put a competitor out of business. The A com- 
pany, for example, stations a “fighting ship” at B*s port at the time 
B's ship is to sail, offering space at rates so low that B cannot 
compete. 

Export Trade Act {1918), Exempts export organizations (com- 
bines or co-operative associations) from the application of the 
Anti-trust Laws. Its purpose is to promote our foreign trade 
and to enable American exporters to compete with similar com- 
binations of other countries in foreign markets. 

Bituminous Coal Conservation Act of 1937, Purpose: to stabilize 
the soft-coal mining industry in the United States. 

Capper-Volstead Act (1922). Permits agricultural marketing 
agreements, but the Secretary of Agriculture has the power to 
issue cease and desist orders if (as a result of restraints imposed 
by such agreements) the price of any farm product rises unduly. 

It was the government’s policy in 1933 to raise the purchasing 
power of farm products to the parity level — the level during the 
base period 1909 to 1914. Two methods were used to accomplish 
this end: 

1, “Production control” over many basic commodities such as 
cotton, corn, wheat, tobacco, and rice (see infra: Agricultural 
Adjustment Acts of 1933, 1938). 

2. Voluntary “marketing agreements” between the Secretary 
of Agriculture and handlers of a particular product. Under the 
Agricultural Marketing Agreement Act of 1937, as amended, the 
Secretary of Agriculture has the power to issue a marketing order 
making the terms of a marketing agreement binding on all handlers 
provided (1) the marketing agreement is signed by the handlers of 
not le.ss than 50% (by volume) of the product and (2) the issuance 
of the marketing order is approved by two-thirds of the growers 
(by number or by volume) voting in the referendum. 

Civil Aeronautics Act of 1938, Pertaining to air carriers, it permits 
consolidations, mergers, interlocking directorates, pooling of earn- 
ings, and rate fixing agreements, subject to approval by the Civil 
Aeronautics Board. 

(Exemption of Telegraph Company Mergers.) Telegraph company 
mergers approved by the Federal Communications Commission 
are exempted from the operation of the anti-trust laws by legisla- 
tion passed in 1943. 

MvCarran Act (1945). Provides that after 1948 the insurance 
business shall be subject to the federal anti-trust laws “to the 
extent that such bu.siuess is not regulated by the state law.” 
(Marine insurance companies, however, continue to enjoy the 
exemption from the anti-trust laws granted to them under the 
Merchant Marine Act of 1920.) Early Supreme Court decisions held 
that insurance was not “commerce” and therefore not subject to 
regulation by the federal government. In 1944, however, the 
Supreme Court held in the South Eastern Underwriters Associa- 
tion case that the fire insurance business as conducted under 
present conditions is interstate commerce, hence subject to the 
federal anti-trust laws. 
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Sherman Act (1890). The Act forbade (1) contracts, 
combinations, and conspiracies in restraint of interstate and 
foreign commerce, and (2) attempts, combinations, and 
conspiracies to create a monopoly of any part thereof, (The 
Miller-Tydings Amendment of 1937 excluded from the 
operation of the Act resale price maintenance contracts as 
to commodities to be sold in a jurisdiction where such agree- 
ments were legal.) Its sanctions were: 

1. Qvil suit for triple damages by any person injured. 

2. Injunction proceedings under direction of Attorney 
General. 

3. Violation punishable by (maximum) penalty: $5,000 
fine, one year imprisonment, or both. 

4. Forfeiture of property in transit (if such property 
was the subject of a prohibited agreement or owned by an 
illegal combination). 

These prohibitions, directed to the results sought to be ac- 
complished (restraint of trade • . . monopoly), fell short of 
achieving the purposes of the Act. Not only did the Supreme 
Court (in 1911) limit its applicability to unreasonable re- 
straints as defined by the common law (the “rule of rea- 
son,” and tend to interpret it narrowly (in the very first 
case presented under the Act the Court dismissed a bill alleg- 
ing that defendants had obtained a monopoly of the manu- 
facture of refined sugar in the United States, notwithstand- 
ing the fact that the sugar was to be transported and sold 
in states other than the state of manufacture, on the ground 
that a monopoly of manufacture could not be reached under 
the Act) ; but the decisions of the Court (particularly with 
respect to mergers and consolidations) were so inconsistent 
as virtually to destroy certainty. Under the “abuse theory 
of mergers,” mergers were sanctioned if the merged enter- 
prise did not own a very high percentage of the "separate 
plants throughout the nation and did not engage in predatory 
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practices. So long as these conditions were fulfilled and the 
merger did not result in nation-wide control, the Court seem- 
ingly was indiiferent to the fact that the merger might result 
in the power to fix prices in a particular sales territory. 
In recent years there have been two decisions which indicate 
a changed viewpoint. Mr. Justice Learned Hand in the Alcoa 
case (1945) stressed the fact that the monopoly of a single 
seller acquired by control of over 90% of the primary ingot 
production of aluminum must lead to price fixing just as 
surely as price fixing agreements between competitors, which 
are illegal per se under the Sherman Act. Similarly in the 
American Tobacco Company case (1946) the Supreme Court 
held that the “Big Three” had violated the Sherman Act, 
saying : “The authorities support the view that the material 
consideration in determining whether a monopoly exists is 
not that prices are raised and that competition actually is 
excluded but that power exists to raise prices or to exclude 
competition when it is desired to do so.” On the other hand 
in the Columbia Steel case (1948) the Supreme Court 
refused to enjoin the United States Steel Corporation and 
its subsidiaries from acquiring the assets of the Consolidated 
Steel Corporation, the largest independent fabricator of 
steel on the west coast, on the ground that no “unreasonable 
restraint” on competition was involved. The Court, however, 
refused “to prescribe any set of percentage figures by which 
to measure the reasonableness of a corporation's enlarge- 
ment of its activities by the purchase of the assets of a 
competitor.” In 1950 Congress prohibited the acquisition of 
stock or assets “where in any line of commerce in any section 
of the country, the effect of such acquisition may be sub- 
stantially to lessen competition, or to tend to create a 
monopoly.” (See infra: Clayton Act.) 

A trade association which distributes or exchanges price 
information is known as an open-price association. Such 
associations were held violative of the Sherman Act in the 
Hardwood Lumber Association case (1921) and in the 
Linseed Oil Association case (1923), but in the Maple Floor- 
ing and Cement Association cases (1925) the Supreme Court 
held that, in the absence of proof as to restriction of com- 
petition, the dissemination of information by open-price trade 
associations does not constitute illegal activity. 
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to B for resale on a commission basis, A may establish re- 
sale prices (since B is A's agent). 


FEDERAL LAWS TO PRESERVE 
FREE COMPETITION 

At common law a contract in unreasonable restraint of 
trade was illegal only in the sense that it was unenforceable, 
but the making of such contract was not a criminal oflfense. 
The need for more effective sanctions led Congress to pass 
penal statutes designed to preserve free competition. These 
statutes have been either general in their application or re- 
stricted to particular industries. The general statutes are: 
the Sherman Act, the Clayton Act, the Federal Trade Com- 
mission Act, and the Robinson-Patman Act (collectively re- 
ferred to as the “Anti-trust Laws”). Statutes regulating 
particular industries, subjecting them to or (in some cases) 
excepting them from the general operation of the Anti-trust 
Laws include: 

Intersme Commerce Act (1887)^ Contains the following anti- 
monopolistic provisions: competing railroads are not permitted 
to pool freights or divide earnings except on approval of the Inter- 
state Commerce Commission; a railroad xnay not acquire an in- 
terest in a competing water service carrier; competing carriers 
may not have interlocking directorates or identical officers except 
on approval of the I.C.C. On the other hand, consolidations and 
mergers are permissible, and two or more railroad carriers are 
permitted, after hearing, to acquire control of another carrier 
stock purchase or through purchase or lease of properties. 
(Similarly, the Motor Carrier Act of 1935 sanctions the con- 
solidation or merger of motor carriers on approval of the I.CC., 
and the Civil Aeronautics Act of 1938 permits consolidation or 
merger of air carriers on approval of the Authority.) Unrestricted 
competition may not (under certain circumstances) be in the 
public interest. The Reed-Bulwinkle Act of 1948, amending the Inter- 
state Commerce Act, permits railroads, truck lines, and inland 
waterway carriers to make agreements on rates, provided such 
agreements are approved by and filed with the Interstate Com- 
merce Commission. 

Packers Stockyards Act (I9Z0). Regulates commerce in live- 
stock and Its products. 

Federal Alcohol Administratian Act (1935). Affects the liquor in- 
dustry, and deals with unfair trade practices therein. 

The Shipping Act of 1916. Permits steamship lines engaged in 
foreign trade or interstate commerce to fix rates, apportion traffic, 
and pool their earnings. The Act prohibits certain practices, includ- 
ing the payment of “deferred rebates’* to shippers and the use of 
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“fighting ships.” A “deferred rebate” is a refund of a portion of the 
freight charges paid by a shipper under an agreement that he will 
use the facilities of a particular carrier for a specified time. A 
“fighting ship” is a ship used by a company, or a conference of 
carriers, desiring to put a competitor out of business. The A com- 
pany, for example, stations a “fighting ship” at B’s port at the time 
B’s ship is to sail, offering space at rates so low that B cannot 
compete. 

Export Trade Act {1918). Exempts export organizations (com- 
bines or co-operative associations) from the application of the 
Anti-trust Laws. Its purpose is to promote our foreign trade 
and to enable American exporters to compete with similar com- 
binations of other countries in foreign markets. 

Bituminous Cod Conservation Act of 1937. Purpose: to stabilize 
the soft-coal mining industry in the United States. 


Capper-Volstead Act (1922). Permits agricultural marketing 
agreements, but the Secretary of Agriculture has the power to 
issue cease and desist orders if (as a result of restraints imposed 
by such agreements) the price of any farm product rises unduly. 

It was the government’s policy in 1933 to raise the purchasing 
power of farm products to the parity level — the level during the 
base period 1909 to 1914. Two methods were used to accomplish 
this end: 

1. “Production control” over many basic commodities such as 
cotton, corn, wheat, tobacco, and rice (see infra: Agricultural 
Adjustment Acts of 1933, 1938). 

2. Voluntary “marketing agreements” between the Secretary 
of Agriculture and handlers of a particular product. Under the 
Agricultural Marketing Agreement Act of 1937, as amended, the 
Secretary of Agriculture has the power to issue a marketing order 
making the terms of a marketing agreement binding on all handlers 
provided (1) the marketing agreement is signed by the handlers of 
not less than 50% (by volume) of the product and (2) the issuance 
of the marketing order is approved by two-thirds of the growers 
(by number or by volume) voting in the referendum. 


Civil Aeronautics Act of 1938, Pertaining to air carriers, it permits 
consolidations, mergers, interlocking directorates, pooling of earn- 
ings, and rate fixing agreements, subject to approval by the Civil 
Aeronautics Board. 


(Exemption of Telegraph Company Mergers,) Telegraph company 
mergers approved by the Federal Communications Commission 
are exempted from the operation of the anti-trust laws by legisla- 
tion passed in 1943. 


McCarran Act (1945). Provides that after 1948 the insurance 
business shall be subject to the federal anti-trust laws to the 
extent that such business is not regulated by the state 
(Marine insurance companies, however, continue to enjoy the 
exemption from the anti-trust laws granted to them under the 
Merchant Marine Act of 1920.) Early Supreme Court decisions held 
that insurance was not “commerce and therefore not subject to 
regulation by the federal government. In 1944, however, me 
Supreme Court held in the South Eastern Underwriters Associa- 
tion case that the fire insurance business as conducted undw 
present conditions is interstate commerce, hence subject to the 
federal anti-trust laws. 
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Sherman Act (1890). The Act forbade (1) contracts, 
combinations, and conspiracies in restraint of interstate and 
foreign commerce, and (2) attempts, combinations, and 
conspiracies to create a monopoly of any part thereof. (The 
Miller-Tydings Amendment of 1937 excluded from the 
operation of the Act resale price maintenance contracts as 
to commodities to be sold in a jurisdiction where such agree- 
ments were legal.) Its sanctions were: 

1. Civil suit for triple damages by any person injured. 

2. Injunction proceedings under direction of Attorney 
General. 

3. Violation punishable by (maximum) penalty: $5,000 
fine, one year imprisonment, or both. 

4. Forfeiture of property in transit (if such property 
was the subject of a prohibited agreement or owned by an 
illegal combination). 

These prohibitions, directed to the results sought to be ac- 
complished (restraint of trade . . . monopoly), fell short of 
achieving the purposes of the Act. Not only did the Supreme 
Cx 3 urt (in 1911) limit its applicability to unreasonable re- 
straints as defined by the common law (the "rule of rea- 
son,” and tend to interpret it narrowly (in the very first 
case presented under the Act the Court dismissed a bill alleg- 
ing that defendants had obtained a monopoly of the manu- 
facture of refined sugar in the United States, notwithstand- 
ing the fact that the sugar was to be transported and sold 
in states other than the state of manufacture, on the ground 
that a monopoly of manufacture could not be reached under 
the Act) ; but the decisions of the Court (particularly with 
respect to mergers and consolidations) were so inconsistent 
as virtually to destroy certainty. Under the "abuse theory 
of mergers,” mergers were sanctioned if the merged enter- 
prise did not own a very high percentage of the ‘separate 
plants throughout the nation and did not engage in predatory 
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practices. So long as these conditions were fulfilled and the 
merger did not result in nation-wide control, the Court seem- 
ingly was indifferent to the fact that the merger might result 
in the power to fix prices in a particular sales territory. 
In recent years there have been two decisions which indicate 
a changed viewpoint. Mr. Justice Learned Hand in the Alcoa 
case (1945) stressed the fact that the monopoly of a single 
seller acquired by control of over 90% of the primary ingot 
production of aluminum must lead to price fixing just as 
surely as price fixing agreements between competitors, which 
are illegal per se under the Sherman Act. Similarly in the 
American Tobacco Company case (1946) the Supreme Court 
held that the ''Big Three” had violated the Sherman Act, 
saying : “The authorities support the view that the material 
consideration in determining whether a monopoly exists is 
not that prices are raised and that competition actually is 
excluded but that power exists to raise prices or to exclude 
competition when it is desired to do so.” On the other hand 
in the Columbia Steel case (1948) the Supreme Court 
refused to enjoin the United Stales Steel Corporation and 
its subsidiaries from acquiring the assets of the Consolidated 
Steel Corporation, the largest independent fabricator of 
steel on the west coast, on the ground that no “unreasonable 
restraint” on competition was involved. The Court, however, 
refused “to prescribe any set of percentage figures by which 
to measure the reasonableness of a corporation's enlarge- 
ment of its activities by the purchase of the assets of a 
competitor.” In 1950 Congress prohibited the acquisition of 
stock or assets “where in any line of commerce in any section 
of the country, the effect of such acquisition may be sub- 
stantially to lessen competition, or to tend to create a 
monoiX)ly.” (See infra: Clayton Act.) 

A trade association which distributes or exchanges price 
information is known as an open-price association. Such 
associations were held violative of the Sherman Act in the 
Hardwood Lumber Association case (1921) and in the 
Linseed Oil Association case (1923), but in the Maple Floor- 
ing and Cement Association cases (1925) the Supreme Court 
held that, in the absence of proof as to restriction of com- 
petition, the dissemination of information by open-price trade 
associations does not constitute illegal activity. 
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The Supreme Court held in 1951 in the Timken Roller 
Bearing case that agreements between an American corpora- 
tion and its British and French subsidiaries violated the 
Sherman Act where such agreements sought to divide world 
markets for the sale of antifriction bearings. In the Kiefer- 
Stewart case (1951) the Court held that a conspiracy to 
fix maximum prices is illegal per se and violative of the 
Sherman Act. 

Clayton Act (1914). In this Act Congress proceeded 
to supplement the prohibitions of the Sherman Act (directed 
at undesirable results') by forbidding specific practices, de- 
claring that it was unlawful: 

1. To discriminate in price between different purchasers. 
In the Cement Institute case (1948) the Supreme Court held 
that the multiple basing-point plan in use in the cement 
industry resulted in price discrimination in violation of the 
Clayton Act. The Court sustained the finding of the Federal 
Trade Commission: “(1) that the industry’s Institute actively 
worked, in cooperation with various of its members, to 
maintain the multiple basing-point delivered price system; 
(2) that this pricing system is calculated to produce, and has 
produced, uniform prices and terms of sale throughout the 
country; and (3) that all of the respondents have sold their 
cement substantially in accord with the pattern required by 
the multiple basing-point system,” 

2. To lease or sell goods on condition that the lessee or 
vendee should not use or sell goods of a competitor of the 
lessor or vendor (“tyi^^g clauses” prohibited: S, controlling 
95% of the shoe machinery business in the United States, 
may not require a lessee to buy all supplies from S when 
the supplies offered for sale by competitors of S are just as 
good. However, in the General Motors case (1935) the 
Supreme Court held that “tying clauses” are not illegal per se, 
and sanctioned a contract which required Buick and Chevrolet 
auto distributors to use and sell only new parts authorized by 
General Motors when such parts were needed for replace- 
ment purposes. The Court held that the requirement was 
appropriate to protect General Motors' good will and that it 
did not result in a substantial lessening of competition in 
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the sale of reiJlacx'tnctU parts. The phrase ‘‘substantially 
lessen coinpctitit>n’* was ajiain intc;ri)rdecl in 194S by the 
Supreme Court in the vStandarcl Oil Company of California 
case which invoiv<^cl an exclusive dealing contract. Mr. Justice 
Frankfurter hehl such contract invalid if a “substantial por- 
tion of comnu‘rce is alTccted.” 

3. To acquire stock in other corporations. 

Any one of these three acts is unlawful provided that it 
lessms competition substantially or tends to create a mon- 
opoly. Enforcement machinciy is similar to that set up un- 
der the Sherman Act, The Clayton Act prohibited certain 
interlocking directorates. It specifically provided that labor 
and agricultural organizations (cooperatives) should not be 
held “to he illegal combinations or conspiracies in restraint 
oif trade under the anti-trust laws.’^ 

In 1950 the Clayton Act was amended to prevent a corpora- 
tion from accpiiring another corporation through the acquisi- 
tion of its assets, where, under the present law, it is prohibited 
from acquiring the slock of said corporation. “Since the 
acquisition of stock is significant chiefly because it is likely 
to result in control of the underlying assets, failure to pro- 
hibit direct purchase of the same assets has been inconsistent 
and paradoxical as to the over-all effects of existing law” 
(Senate Report No. 1775, June 2, 1950). Acquisition of 
stock or assets is now prohibited “where in any line of com- 
merce in any section of the country, the effect of such acquisi- 
tion may be substantially to lessen competition, or to tend 
to create a monopoly.” 

The Federal Trade Commission Act (1914). The 
Sherman Act provided machinery for punishing violations, 
enjoining their continuance or breaking up existing illegal 
combinations. The Federal Trade Commission Act created 
an administrative body (the Federal Trade Commission) 
“empowered and directed” to prevent the use of “unfair 
methods of competition” in interstate and foreign commerce. 
The Act does not attempt to define or enumerate prohibited 
practices, but leaves the content of the generic term unfair 
practice” to be filled in by the Commission in the light of 
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experience and changing conditions. A "cease and desist” 
order, issued by the Commission after hearing, becomes 
"final” within 60 days, if no petition for review is filed in 
the Circuit Court of Appeals. If an order is reviewed and 
affirmed by the court, it becomes final at a specified time. 
In either caise, violation of a final order entails a penalty of 
$5,000 recoverable in a civil action brought by the United 
States. Under the Wheeler-Lea amendment of 1938, which 
declared unlawful deceptive acts or practices, the Commission 
may apply for preliminary injunction to stop false advertis- 
ing of injurious drugs, food, devices, or cosmetics (adver- 
tising of weight reducing product containing a drug that 
could cause impairment of eyesight enjoined) thus protect- 
ing the public pending the final disposition of the case. 

Since its establishment in 1914 the Federal Trade Com- 
mission has dealt with a wide variety of unfair competitive 
practices including: 

(a) Unfair Price Practices t resale price maihtenance, below cost 
selling and rebates, price discrimination (quantity discounts). 

(b) False Advertising: misbranding, use of misleading names. 

(c) Miscellaneous Unfair PracHces: bribery, espionage, disparage- 
ment of goods. 

(d) Restrmnt of Trade: stock acquisition by competing com- 
pany, price fixing, trade boycotts, division of territory. 

Resale Price Maintenance. It is not clear how far one may 
go in establishing resale prices by means of a policy which in- 
cludes: “suggesting” resale prices, providing for price cutters to 
be reported either by special agents or by dealers whose assist- 
ance is requested, and blacklisting all who fail to abide by the 
“suggested” price schedule. The mere announcement of such 
policy may be regarded as implying an illegal agreement in re- 
straint of trade, a situation whi^ has prompted the caustic ob- 
servation that file law permits one to establish resale prices pro- 
vided his procedure is casual rather than efficient. 

Robinson-Patman Act of 1936. The Clayton Act pro- 
hibited price discrimination "where the eflfect of sudx dis- 
crimination may be to substantially lessen competition or 
tend to create a monopoly in any line of commerce” (sc., 
interstate commerce). The Supreme Court interpreted these 
words in sudi manner as to exclude from the operation of 
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the Clayton Act all price discriminations which had no general 
effect on the market, however much they might affect com- 
petition between particular individuals. To cure this defect 
and to implement and strengthen the price discrimination 
provisions of the Clayton Act, Congress in 1936 passed the 
Robinson-Patman Anti-Price-Discrimination Act (amend- 
ing the Cla 3 rton Act, Section 2), which declared it unlawful 
for a seller to discriminate in price between different pur- 
chasers of commodities of like grade and quality (or for 
the customer knowingly to induce or to receive such dis- 
crimination) where the effect might be substantially to lessen 
competition or tend to create a monopoly or to injure, de- 
stroy, or prevent competition with buyer or seller or cither’s 
customers. Enforcement machinery includes; cease and de- 
sist orders by the Federal Trade Commission, United States 
Government suit for injunction, private action by any per- 
son injured for triple damages, or injunction. 

1, Permissible Differentials in Price. The Act does not require 
a seller to maintain a uniform price under all conditions. It per- 
mits differentials ''which make only due allowance for differences 
in the cost of manufacture sale, or delivery resulting from the 
differing methods or quantities in which commodities are . • . sold 
or delivered. (However, the Federal Trade Commission may fix 
quantity limits above which price differentials are prohibited, 
even though supported by differences in cost Otherwise, if only 
a few units in an industry had the power to buy in quantities 
large enough to take advantage of the lower price, a monopoly 
could easily develop.) 

The Supreme Court held in 1948 that quantity discounts given 
by the Morton Salt Company were not permissible. The company 
failed to establish that the lower prices were justified by lower 
costs or made in good faith to meet the price of a competitor. 
“Theoretically,” said Mr. Justice Black, “these discounts are 
equally available to all, but functionally they are not.” Answering 
the company's contention that its schedule ot quantity discounts 
had not in fact injured competition, the court said “the statute 
does not require that the discrimination must in fact have harmed 
competition, but only that there is a reasonable possibility that 
they 'may* have such an effect.” 

Section 2 (b) permits price discrimination in good faith by a 
seller to meet — ^but not to undercut — the price of a competitor. 
In the Standard Oil of Indiana case (1949) 4 large “jobbers** out 
of 389 small service stations in the Detroit area received lower 
prices from the Standard Oil Company which defended the dis- 
crimination on the ground that it acted in “good faith to meet the 
lower price of a competitor.** The Supreme Court held the defense 
good (1951). 

2. Specific Prohibited Discrimmaffona. The seller may not: 
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(a) Pay or accept commission, brokerage,^ or other compensa- 
tion except for services rendered in connection with the sale or 
purchase of goods (seller, buyer, and broker violate the statute 
where seller pays broker fees intended for buyer, and such fees 
are transmitted by broker to buyer). 

(b) Fay a customer for services or facilities in connection with 
processing, handling, or sale of products (advertising allowance) 
unless such allowance is available on proportionally equal terms 
to all other customers competing in the distribution of such 
products. 

(c) Favor a customer with respect to furnishing services or 
facilities in connection with processing, handling, or Isale of goods. 
The seller must furnish proportionally equal facilities and services 
to all buyers. In Com Products Refining Co, v. Federal Trade Com- 
mission, 65 Sup. Ct. Rep. 961 (1945), a basing point system of pric- 
ing was held violative of the Act 

3. Permissible Price Changes. Market conditions may justify 
price changes. Such conditions are not limited to obsolescence of 
seasonable goods. Price changes are also permitted with refer- 
ence to deteriorated perishable goods, goods sold under distress 
or under court order, or discontinued lines. 

4 . Buyer May Be Guilty of Violation. The criminal provisions 
of the Act apply not only to the seller, but to all persons who 
knowingly induce or receive a prohibited discrimination in price. 

5. The Act Permits Refusal to Sell. The seller is free to sell 
or not to sell to a given buyer. The discrimination provisions 
become operative only if there is a sale, or contract to sell. 

Patents. Although a patentee enjoys a monopoly 
within the limits defined by the Patent Laws, the Anti-trust 
Laws apply to : 

1. Tying Clauses: sales of patented articles on condi- 
tion that all accessories be purchased from the seller. (D 
licenses P to manufacture patented radio receiving sets on 
condition that P buy exclusively from D unpatented tubes 
to be initially installed in the sets. The agreement is illegal.) 

2. Patent Pools and Cross-licensing Agreements, Paten- 
tees may pool patents, cross-license one another, and agree 
on a division of royalties for their joint protection, but not 
for the purpose of monopolizing a whole field of trade. 

3. Resale Price Maintenance, Where a patentee grants a 
license to manufacture or' assigns the patent he may annex 
conditions as to resale price which would fall under the ban 
of the Anti-trust Laws had they been imposed as incident 
to the sale of the patented artide. 
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Fair Trade Acts. Resale price maintenance (held un- 
lawful under the Sherman Act and the Federal Trade Com- 
mission Act) was legalized as to intrastate sales in a number 
of State Fair Trade Acts (beg;inning with that enacted in 
California in 1931 and sustained by the Supreme Court^ of 
the United States in 1936) now in force in nearly every 
state in the union. They differ inter se as to whether or not 
(1) non-contracting dealers must conform with established 
prices, and (2) one other than the owner of the trade-mark 
or an authorized distributor can establish them, and (3) also 
as to whether minimum or absolute price agreements are 
legalized. Their purpose is to protect the owners of trade- 
marks or names, distributors, and the public generally, by 
preventing the loss of business values through unfair com- 
petition leading to consumer dissatisfaction where "identi- 
fied” commodities, bearing a distinctive name or mark, are 
sold or advertised at “cut rates” — to the detriment of the 
good will created or enlarged by the identifying mark or 
brand associated vrith such commodity. The evidence of the 
statutory violation is thus the use of the trade-mark, brand, 
or name in accomplishing a disposal of the commodity. 

The provisions authorized by the various Acts are not 
uniform; they may permit agreements: 

(a) By the buyer (B) as to B’s not selling at less than 


2 In the Scaeram case (299 U. S. 183) the Court sustained Fair Trade Acts 
as against the attack: 

1. That they invaded the duo process clause by denying to an owner 
(through IcRislative enactment) the right to determine for himsdf the price 
at which he would sell property; the Fair Trade Acts do not constitute Icgida- 
tive price fixing but merdy legalize the contracts of designated individuals 
with reference thereto; 

2. That there was unlawful ddegadon of power to private persons to 
control the disposition of property of others acquired by them without pre- 
existing restriction as to use or disposition; 

3. That they deny equal protection of the laws; the equal protection danse 
docs not preclude resort (for purposes of legislation) to reasonable dpsifica- 
tion having a fair and substantial relation to the object of the legislation, 
so that all similarly circumstanced shall be treated alike. 

The Court held that the good will (attaching to a brand or trademark) is 
valuable property; that the sale of tfie commodity is not a sale of the good 
will; and that, just as the legislature can protect other species of property 
against injury, so it can protect good will against impairment or destruction 
by price-cutting. 
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the minimum resale price (or except at a price) stipulated 
and as to requiring B’s vendee (C) to agree not to resell 
at less than the stipulated price; and 

(b) By the seller (S) to require, upon the sale of such 
commodity to another (B), that: 

1. B agree not to sell under the minimum price stipulated; or 

2. That B agree not to sell to any wholesaler (X) unless X 
agrees not to sell to any retailer (Y) unless Y agrees not to resell 
except to consumers for use and at not less than the stipulated 
minimum, or unless X agrees not to sell to any other wholesaler 
(Z) unless he make corresponding agreements with his vendee; 
or 

3. That B agree not to resell except at the stipulated price. 

Sales to dose out a commodity in which the seller is ceas- 
ing to deal, and sales of damaged or deteriorated goods, are 
not within these acts. Enforcement of the established price 
agreements may be either on the theory of contract or on 
that of statutory liability. 

The Miller-Tydings Act of 1937 enacts that nothing in 
the Shennan Act or the Federal Trade Commission Act 
shall render illegal (as to interstate transactions where law- 
ful in the state of sale) agreements prescribing minimum 
price for the resale of a commodity which bears (or whose 
label or container bears) the trade-mark, brand, or TiaTrn» of 
the producer or distributor thereof, and which is in free and 
open competition with commodities of the same general rlgcs 
produced or distributed by others. This, however, expressly 
does not legalize such price maintenance agreements between 
manufacturers, or between producers, or between whole- 
salers, or between brokers, or between factors, or between 
persons in competition with each other. In 1951 the Supreme 
Court held in the Schwegmann Brothers case that a retailer 
who refused to sign a minimum resale price contract could 
not be enjoined from selling below the minimum price. The 
Court construed the MiUer-Tydings Amendment to the 
Sherman Act as applicable only to those persons who are 
parties to fair-trade contracts. 
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MISCELLANEOUS FEDERAL REGULATION 

Since 1937 the Supreme Court (by interpretation of the 
commerce clause) has approved federal control of wages, 
hours, prices, and collective bargaining in industries hitherto 
regarded as local (intrastate). Similarly, the court has sanc- 
tioned greatly extended federal control over agriculture. 
Some of the more recent legislation may be briefly outlined 
as follows : 

Labor Laws. 

1. National Labor Relations Act (1935). This 
statute guarantees the right to collective bargaining. It 
created the N.L.R.B., with power to stop unfair labor prac- 
tices of employers, viz : 

a. Interference of coercion of employees with reference 
to their union membership activities. 

b. Domination or interferaice by the formation, admini- 
stration, or financial support of any labor organization (com- 
pany unions). 

c. - Discrimination in regard to hire or tenure of employ- 
ment for the purpose of encouraging or discouraging union 
membership. 

d. Discharge or other discrimination against any em- 
ployee who has filed charges or given testimony under the 
Act. 

e. Refusal to bargain collectively with the representatives 
of employees (the Board has the power to conduct employ- 
ees’ elections, and to determine the appropriate unit for col- 
lective bargaining — "employer unit, craft unit, plant unit, 
or subdivision thereof”) - 

The Act applies to labor disputes which burden or affect 
interstate commerce, or to situations which might lead to 
such disputes. The Supreme Court has upheld its constitu- 
tionality as applied to: manufacturing industries; a power 
company producing and selling the major portion of its out- 
put in New York State (on the ground that labor trouble 
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in the plant would affect interstate activities of railroads to 
which the company furnished power) ; a business engaged 
in the manufacture^ sale, and delivery of goods in the state 
of New Jersey (sale and delivery as well as manufacture 
being consummated in that state), on the ground that the 
raw materials and finished products of the factory moved 
in interstate commerce, which reasoning would seem to ex- 
clude very few (if any) businesses from the operation of 
the Act. In Hill et al. v. Florida, 65 Sup. Ct. Rep. 1564 
(1945), a Florida statute requiring the licensing of business 
agents of labor unions was held violative of the Act because 
of the injunctive and criminal sanctions which the state 
statute provided. 

2. The Norris-La Guardia Act of 1932. This Act pro- 
vides that federal courts shall not enforce yellow-dog con- 
tracts (in which employees agree not to join a union), and, 
except in cases of fraud or violence, shall not issue injunc- 
tions in labor disputes. 

3. The Civil Liberties Act of 1870 and the Byrnes 
Anti-Strikebreaker Act of 1936 as amended by the Act 
of June 29, 1938, define as criminal certain practices con- 
demned by the National Labor Relations Act. Thus the 
Byrnes Act makes it a felony " to transport in interstate or 
foreign commerce persons to be employed to obstruct or in- 
terfere with the right of peaceful picketing during labor 
controversies” (i.e., strikebreakers). 

In April, 1938, twenty-two coal mining corporations of 
Harlan County, Kentucky, were indicted for alleged viola- 
tions of the Civil Liberties Act of 1870, The indictment 
alleged a conspiracy on the part of the defendants to pre- 
vent the miners from organizing and the use of threats and 
violence to that end. The government was unsuccessful in 
the prosecution of this case, but the Act of 1870 on which 
the indictment was based is still on the books and may be 
invoked whenever ‘^two or more persons conspire to in- 
jure, oppress, threaten, or intimidate any citizen in the free 
exercise or enjoyment of any right or privilege secured to 
him by the Constitution or laws of the United States.” 
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4. The Taft-Hartley Act (1947). The Act prohibits: 
the closed shop; the “checkoff” (deduction of union dues 
from earnings) unless approved by each individual employee ; 
excessive initiation fees; secondary boycotts; jurisdictional 
strikes; strikes by federal employees; agreements requiring 
an employer to discharge an employee when such employee is 
not in “good standing” in the union, provided such employee 
continues to pay his dues ; expenditures and contributions by 
trade unions in any national election ; interference by unions 
as well as by employers — interference with employees 
attempting to exercise their rights under the Act. 

The Act permits a union shop only if a majority of the 
eligible employees vote for it. It restricts the right to strike 
and requires unions as well as employers to bargain in good 
faith. Unions must report to the Secretary of Labor on 
compensation of officers, initiation fees, and operating pro- 
cedures, and must furnish copies of their constitution and 
by-laws. They must give to every member periodic financial 
statements and file such statements with the Labor Depart- 
ment. To be eligible for office all officers of every local or 
international union must file affidavits that they are not 
Communists. 

In 1951 in the Denver Building and Construction Trades 
Council case the Supreme Court held that a strike is an 
unfair labor practice if an object of the strike is to force a 
general contractor to break a contract with a subcontractor 
who employs non-union workmen. This decision involved 
construction of a section of the National Labor Relations 
Act, as amended by the Taft-Hartley Act, which provides 
that it is an unfair labor practice for a labor union or its 
agents “to engage in ... a strike . . . where an object thereof 
is (A) forcing or requiring . . . any employer or other person 
... to cease doing business with any other person. . . .” 

In 1951 the Supreme Court decided in the Highland Park 
Company case that the CIO and the AFL are “national or 
international labor organizations” within the meaning of 
section 9(h) of the National Labor Relations Act (which 
section pertains to the filing of non-Communist affidavits by 
union officials). The Highland Park decision invalidated 
representation certificates and union-shop authorization certi- 
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ficates issued by the National Labor Relations Board under 
its rule that it was unnecessary for the AFL or the CIO to 
comply with section 9(h) in order for unions affiliated with 
such organizations to invoke the processes of the National 
Labor Relations Board. The Officers of the AFL and the 
CIO had complied with section 9(h) in 1949. The amend- 
ment of 1951 (1) validates the elections affected by the 
Highland Park decision [repeat elections would have cost the 
Board an amount estimated at over $1,000,000 (House 
Report No. 1082, 1951) ] and (2) dispenses with the necessity 
for elections to authorize the making of union-shop agree- 
ments ; but on the petition of 30% or more of the employees 
in a bargaining unit, the Board must conduct elections to 
determine whether the union^s authority to make a union- 
shop agreement shall be rescinded. 

5. Fair Labor Standards Act of 1938. The Act estab- 
lishes basic minimum wage and maximum hours standards 
for all employees engaged in interstate commerce or in the 
production of goods for interstate commerce. The Supreme 
Court in determining the scope of the Act has interpreted 
“interstate commerce” broadly (it held, in one case, that the 
Act applied to porters, maintenance employees, elevator 
operators and night watchmen of an office building of which 
58% of the total rental area was tenanted by the executive 
officers of a company which carried on its manufacturing 
elsewhere {Borden y. Borellaj 65 Sup. Ct. Rep. 1223 [1945] ). 

After^ October 23, 1945, the Act provides for a minimum 
wage of 40 cents per hour (raised by amendment in 1949 to 
75 cents per hour) and a maximum of 40 hours per week. 
The “wage includes reasonable cost to employer of board, 
lodging, and other facilities customarily furnished to an em- 
ployee.” Section 7 (a) of the Fair Labor Standards Act 
provided compensation for overtime “at a rate not less than 
one and one-half times the regular rate” at which a person 
is employed. Congress, however, failed to define “regular 
rate.” The 1949 amendment “for the purpose of computing 
overtime compensation” and determining the “regular rate” 
excludes : 
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1. Premium .rales for work on Saturdays, Sundays, or 
holidays where the premium rate is not less than one and 
one-half the rate for non-overtime on other days, 

2. Premium rates for work outside the basic, normal, or 
regular work day (not more than 8 hours) or work week 
(not more than 40 hours) where the premium rate is not less 
than one and one-half times the rate established by contract 
for like work performed during such work day or work 
week. 

Certain employees are excepted from both the wage and 
hour provisions of the Act, including: all employees of a 
retail or service establishment (whose total sales by dollar 
volume are at least 75% retail and 50% intrastate) ; execu- 
tive, administrative, or professional employees; local retail- 
ing employees; outside salesmen; seamen; farm workers; 
pilots ; others are entirely excepted from the overtime provi- 
sions, including: employees engaged in the first processing 
of milk or cream into dairy products; employees of inter- 
state motor carriers, contract motor carriers and private car- 
riers, provided such employees are subject to the jurisdiction 
of the Interstate Commerce Commission; others are partially 
excepted from the overtime provisions, including : those en- 
gaged in the first processing, canning, or packing of perish- 
able or seasonal fruits or vegetables (the exception obtains 
for a period of no more than 14 weeks) ; employees in in- 
dustry determined by the Administrator to be of seasonal 
nature (this exception obtains for a period of no more than 
14 weeks) ; employees under union contracts conforming 
with prescribed standards. 

The Administrator may issue certificates authorizing the 
employment of learners, apprentices, messengers, and handi- 
capped workers at wages lower than the applicable minimum. 

If oppressive child labor is employed in an establishment 
in the United States within 30 days prior to the removal of 
any goods produced in such establishment, the shipment of 
such goods in interstate commerce is prohibited. Oppressive 
child labor means: (1) as to children under 16: they may 
never be employed in mining or manufacturing, but children 
from 14 to 16 may be employed in other occupations if the 
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Children’s Bureau of the Department of Labor finds that 
such employment has no adverse effect on their schooling or 
health; (2) as to children between 16 and 18: they may 
be employed in any occupation unless it has been prohibited 
by specific order (of the Children’s Bureau of the Depart- 
ment of Labor) as hazardous or detrimental to their health; 
(3) there are no restrictions as to the employment of chil- 
dren over 18 years of age. 

The Administrator may approve the recommendations of 
an industry committee establishing (for the particular indus- 
try) a minimum wage higher than 30 cents per hour. 

Enforcement Goods produced under conditions which 
violate the Act may not be shipped in interstate commerce. 
Penalties for wilful violations of the wage and hour pro- 
visions (and other provisions as to records required to be 
kept) are maximum prison term of 6 months, a $10,000 fine, 
or both (except in the case of a first offense, which is pun- 
ishable only by fine). Review of Administrative orders lies 
to the United States Circuit Court of Appeals or to the 
United States Court of Appeals for the District of Columbia. 

The provisions of the Act may be also enforced by in- 
junction, for which application must be made in the United 
States District Courts. 

6. Social Security Act of 1935 (Unemployment 
Insurance). Every employer (of eight persons or more) 
is to pay for each calendar year “an excise tax, with respect 
to having individuals in his employ” which (after 1937) is 
3% of total wages paid by the employer during the calendar 
year. The proceeds, when collected, are not earmarked, but 
go into the Treasury of the United States like internal 
revenue collections generally. If the taxpayer has made 
contributions to an unemployment fund under a state law 
(certified by the Social Security Board as satisfying certain 
minimum criteria), he may credit such contributions against 
the federal tax. Such credit, however, is not to exceed 90% 
of the federal tax. In order to obtain the approval of the 
Social Security Board, the state law must direct that the 
contributions to the state fund be paid over immediately to 
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the Secretary of the Treasury of the United States to the 
credit of the “Unemployment Trust Fund.” The Secretary 
of the Treasury is to invest in government securities any 
portion of such fund not required in his judgment to meet 
current withdrawals. He is to pay out of the Fund to any 
competent state agency such stuns as it may requisition from 
its credit balance. 

The Supreme Court has upheld the validity of the Social 
Security Act of 1935. The tax on wages, said the Court, 
differed from the processing tax imposed on the processors 
of farm products under the A.A A. of 1933, in tlat : 

“(a) The proceeds of the tax in controversy are not ear- 
marked for a special group. 

“(b) The unemployment compensation law which is a 
condition of the credit has had the approval of the state 
and could not be a law without it. 

“(c) The condition is not linked to an irrevocable agree- 
ment, for the state at its pleasure may repeal its unemploy- 
ment law, terminate the credit, and place itsdf where it was 
before the credit was accepted. 

“(d) The condition is not directed to the attainment of 
an unlawful end, but to an end, the relief of unemployment, 
for which nation and state may lawfully co-operate.” 

Sale of Securities. Under the Securities Act of 1933, 
a prospectus or securities must not be sent through the mails 
or through other instruments of interstate commerce unless 
a registration certificate has been filed with the Securities 
and Exchange Commission. The certificate, copies of which 
are obtainable by the public, is kept on file in a public refer- 
ence room. It must be signed by its issuer, by principal ex- 
ecutive, financial, and accounting officers, and by a majority 
of the board of directors, and must contain or be accompanied 
by the foltowing data: 

Capitalization, voting rights, amount of securities out- 
standing and detailed description thereof ; 

Amount of funded debt outstanding and to be created by 
the security whidi the issuer proposes to offer ; 
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Price at which the security is to be offered; all commis* 
sions and expenses paid or to be paid in connection with 
such sale; any amount paid to a promotor within 2 years 
before filing the statement, and the consideration furnished 
for such payment; 

A balance sheet as of not more than 90 days before filing 
of the certificate, and a profit and loss statement for 3 years 
preceding the filing of such certificate ; 

Counsel’s opinion as to legality of the issue ; 

Copies of underlying agreements or trust indentures af- 
fecting securities to be offered. 

If the certificate contains false or misleading statements, 
or fails to furnish material information, the Securities and 
Exchange Commission may enjoin the sale of the securities 
described therein, and civil remedies are available to pur- 
chasers against any person who signed it, provided action is 
started within 2 years after the discovery of the false state- 
ment or the omission, but in no event can suit be started more 
than 3 years after the security was offered to the public. 
The statue also provides criminal sanctions, and makes the 
provisions of the federal criminal code in regard to using the 
mails to defraud applicable to the sale of securities in inter- 
state commerce. 

The Securities Exchange Act of 1934 is designed to curb 
unfair practices in the securities market, by which a pool 
may manipulate or “rig” the market (by “wash sales” or 
“matched orders”). It requires corporations whose securities 
are listed on any national securities exchange to make state- 
ments of financial condition available to the public. It creates 
the Securities and Exchange Commission with supervisory 
powers over the stock exchanges. It requires the filing of a 
registration statement and annual reports from which the 
investing public may obtain information as to the manage- 
ment and financial condition of corporations whose securities 
are traded in the market. It restricts solicitation of proxies 
and regulates trading by officers and directors and principal 
stockholders (i,e., stockholders owning more than 10% of 
any class of equity security) in the corporation’s securities, 
and requires them to report such transactions. 
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Similar regulatory powers are conferred on the commis- 
sion with respect to over-the-counter trading. 

The Act seeks to prevent speculative booms by limiting 
the volume of credit available to brokers (broker’s aggregate 
loans must not exceed 2,000% of his own capital). Simi- 
larly, the act fixes minimum margin requirements, and gives 
to the Federal Reserve Board control over margin accounts. 
Investment trust companies and investment counselors are 
subject to SEC regulation under tlte Investment Company 
Act of 1940 and the Investment Advisers Act of 1940. 

Public Utility Holding Company Act of 1935. This 
Act creates the Federal Power Commission with power to 
regulate rates of interstate electric power shipments (sup- 
plementary legislation in 1938 confers similar power with 
respect to wholesale rates for natural gas moving in inter- 
state commerce). It authorizes the Securities and Exchange 
Commission to simplify and integrate holding company 
systems and to dissolve holding companies above the “second 
degree.” (Assume that A is an operating gas or electric 
company; that B holds 10% or more of A’s voting stock; 
that C holds 10% or more of B’s voting stock ; and that D 
holds 10% or more of C's voting stock. B, then, is a “first 
degree holding company, and C, a “second degree” holding 
company. D must be dissolved, tmless an exception is made 
by the SBC.) 

In general, a gas and electric holding company is not 
permitted to control more than one integrated system defined 
as one or more units of generating plants, transmission lines, 
and distributing facilities. Such a system may operate as a 
single interconnected system in an area or region which may 
embrace more than one state, but an “integrated system” 
must not be so large that it cannot be efficiently managed or 
effectively regulated. 

Farm Laws. The Agricultural Adjustment Act of 1933 
imposed a tax on processors of farm products, the proceeds 
to be paid to farmers who reduced their acreage and crops 
under agreements with the Secretary of Agriculture. The 
Act was designed to increase the prices of certain farm pro- 
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ducts by decreasing the quantities produced. The Supreme 
Court held that the federal government was without power 
to control farm production; that the tax was but the means 
to a prdiibited end (the regulation of farm production), 
“(1) that the so-called tax was not a true one, the proceeds 
being earmarked for the benefit of farmers complying with 
the prescribed conditions, (2) that there was an attempt to 
regulate production without the consent of the state in which 
production was affected, and (3) that the pa3mients to farm- 
ers were coupled with coercive contracts, unlawful in their 
aim and oppressive in their consequences.” The decision 
was by a divided court, a minority taking the view that the 
objections were untenable. 

Subsequently, Congress passed the Agricultural Adjust- 
ment Act of 1938, designed to establish parity prices for 
cotton, com, wheat, tobacco, and rice in furtherance of a 
stabilization policy, to be effectuated by means of marketing 
quotas, and granting of loans on stored surpluses. Soil con- 
servation and price parity payments are made through the 
States; similarly, acreage allotments are administered by 
state or local agencies. Penalties are provided for the viola- 
tion of marketing quotas. The Supreme Court upheld this 
feature of the Act, ruling that quotas (approved by two- 
thirds of the producers of tobacco) were within the com- 
merce power and that “the statute does not purport to con- 
trol production. It sets no limit upon the acreage which 
may be planted or produced and imposes no penalty for the 
planting and producing of tobacco in excess of the marketing 
quota. It purports to be solely a regulation of interstate com- 
merce, which it reaches and affects at the throat where 
tobacco enters the stream of commerce — the marketing 
warehouse.” 

By the Agricultural Adjustment Art of 1919 the Secretary 
of Agriculture “. . . is authorized and directed to make avail- 
able through loans, purchases, or other operations, price 
support to cooperators for any crop of any basic agricultural 
commodity, if producers have not disapproved marketing 
quotas for such crop, at a level not in excess of ninety per 
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centum of the parity price of the commodity nor less than 
the level provided in subsections (a), (b), and (c) as 
follows: . . The subsections referred to show levels at 
from 75% to 90% of parity depending on “the supply per- 
centage as of the beginning of the marketing year/’ The 
parity formula provided by the Agricultural Act of 1948 is 
continued but wages paid hired farm labor are to be included 
in the parity index used to determine parity prices. 

Government Competition. 

1. Federal Government. Although the Federal Gov- 
ernment may undertake economic activities as an incident to 
powers specifically enumerated in the Constitution (road 
building, establishment of the Federal Reserve System, 
ownership and operation of the Government Printing Office 
and of public buildings), the Constitution does not confer 
upon the United States the power to engage in business. 
However, Article IV, Section 3 provides in part that: “The 
Congress shall have power to dispose of and make all need- 
ful rules and regulations respecting the territory or other 
property belonging to the United States.” Under this clause 
the Supreme Court in 1935 held that Congress has authority 
to dispose of electric energy generated at the Wilson Dam 
(at the Muscle Shoals plant), including not merely the sur- 
plus necessarily created in the course of making munitions of 
war or operating the works for navigation purposes, but the 
remainder of the available energy which would otherwise be 
lost or wasted. Noting that Congress, following the discov- 
ery of gold in California in 1848, reserved mineral lands for 
special disposal, the Court asked: “Can it be doubted that 
Congress could have provided directly for mining hy its own 
agents, instead of giving that right to lessees on the pay- 
ment of royalties?” 

The Government may dispose of its property by any ap- 
propriate method adopted in the public interest, provided it 
is consistent with the “foundation principles of our dual sys- 
tem of government.” Accordingly, the Supreme Court held 
in 1939 that the competition of the Tennessee Valley Author- 
ity in underselling certain electric power companies and in 
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fixing resale rates by contract, does not amount to regula- 
tion of their rates in violation of the Tenth Amendment. 
Mofeover, the Court held that co-operative activities of two 
federal officials did not spell conspiracy to injure the busi- 
ness of the privately owned companies, although one official 
acted under a statute providing funds for the erection of 
municipal plants, and the other under a statute authorizing 
the production of electricity and its sale to such plants in 
competition with the privately owned companies. 

2. The States. Unlike the Federal Government, a state 
may engage in private business where such activity is reason- 
ably determined to be in the public interest. The Supreme 
Court of the United States has sustained as valid, taxes 
levied by a state to establish and maintain a public yard for 
the sale of wood, coal, and other fuel, without financial profit, 
to the inhabitants of a municipality ; a taxation program and 
bond issues designed to finance a project whereby a stale 
manufactures and markets farm products, provides homes 
for the people, and creates a state banking system. In each 
of these cases the tax was held to be for a “public” as dis- 
tinguished from a “private purpose,” hence not violative of 
the Fourteenth Amendment. Since the Court held in sus- 
taining the New York Milk Control Act that “there is no 
closed category of businesses aflfected with a public interest,” 
it would seem that the legislature might reasonably determine 
that it was in the public interest for a state to engage in al- 
most any business. In 1927 the Supreme Court upheld the 
right of a city to sell gasoline and oil to its inhabitants in 
competition with a private company. 

Reciprocal Trade Agreements. On June 20, 1945, the 
law governing reciprocal trade agreements was extended for 
a period of three years. It gives the president authority, in 
negotiating trade agreements with other nations, to reduce 
tariffs in effect on January 1, 1945, by as much as 50%. 

National Defense. The Defense Production Act of 1950, 
to facilitate effectuation of United States policy of oppos- 
ing acts of aggression, gives the President extensive regula- 
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tory powers with respect to; priorities and allocations, 
requisitioning, expansion of productive capacity and supply, 
price and wage stabilization, settlement of labor disputes, and 
control of consumer and real estate credit. In 1951 the Act 
was amended and extended to June 30, 1952. 
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Objective impossibility, 81 
Offer (setf Contracts) 

Officers of corporations, 286 
Opinion, statement of, 38-39 
Option contracts, 24 
Oral contracts, 30-31 
Order bill of lading, 110-115 ^ ^ 

Order paper, 181; transfer of, without 
indorsement. 221 
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Orders to pay xnoney» 171-172 
Ostensible partner, 238 

Packers and Stockyards Act, 350. 354 
Par value stock, 289 
Parol evidence, 66-67 
Part performance, of oral contract. 30 
Participating preferred stock, 289 
Pastnership, 235-268: actions at law 
between partners, 250-251; actnal 
and apparent authority, 252-253; ad- 
missions of a partner, 256; books 
and information, 246; causes of dis- 
solution, 258-251; compensation for 
services, 246; contracts: liability 
may be several, 257; contribution 
and indemnity, 247; dissolution, 258- 
268; dissolution: effect on partners, 
261-262; dissolution: effect on third 
parties, 262-266; distribution of as- 
sets, 266-268; essential elements of 
a partnership, 236-238; ^ood faith, 
246-247; interest on capital invest- 
ment and advances, 248; kinds of 
partners, 238-239; liability of part- 
ners, 256-257; limited partnership, 
299-300; management, 249; nature 
of general partnership, 235-239; no- 
tice to' a partner, 256; partner*s ap- 
parent authority in general, 253; 
partnership capital, 240; partner- 
ship property, 240-242; power to 
sell or mortgage real property, 255- 
256; profits and losses, 247-248; 
pr^rty rights of a partner. 242- 
245; relations of partners to one an- 
other, 246-251; relations of partners 
to persons dealing with the partner- 
ship, 252-257; right to an account- 
ing, 249-250; specific powers of a 
partner, 253-255; torts: joint and 
several liability, 257; two theories 
of partnership, 235-236 
Partnership Act, Uniform. 235-236, 
261 

Past consideration, 44-45 
Patent pools, 360 
Patents, 362 
Pawnbrokers* loans, 54 
Pecuniary obligations, sale of, 54 
Personal: defenses, 223-224; finance 
companies, 54 

Personal property, acquisition of, by 
partnership, 241; definition of, 33; 
sales of, 33-34 

“Piercing the veil*' of corporate entity. 
269 

Pledge, 305-307 
Pledgee’s lien, 306-307 
Possessory liens iset Security Devices), 
303-307 

Potential possession, 87 
Precedent, 10-11 
Preferred stock, 288 
Prc-incorporation contracts, 274-275 
Presentment of negotiable instruments, 
200-213 

Price Uee Sales), 87-88; fixing agree- 
ments. 353-354 
Price V. Neal, 194-195 
Principal, and agent, 140-144; and 
third parly, 14S-1S4 
Principal apparent purpose. 65 
Prior parties, 223 
Private corporations, 270 
Prohibitory statutes, 53 


Promise, to beneficiary, 47; collateral, 
28-29; as consideration, 42 
Promissory notes, 168-170; obligations 
of maker of, 190 
Promissory representation, 38 
Promoters, 274 
Protest, 209-210 

Provisional understandings, 21-22 
Public: corporations, 269; Holding Com- 
pany Act, 373; policy, contracts vali- 
dated by, 50; securities, sale of, 
212-213 

“Puffing," 92-93 

Purchase money mortgage, 324 

Qualified indorsement, 185 
Quasi contract, 20 

Quasi-negotiable instruments, 172-173 
Quasi-public corporations. 270 

Ratification, of contracts, 136-137, 274- 
275; of infants* contracts, SI 
Real Ureases, 223-234 
Real estate, broker, 140-141; in part- 
nershio, 241-243, 2SS-2S6; 261-262; 
sale of mortgaged, 325-327 
Receiver, in bankruptcy, 338 
Reciprocal trade agreements, 376 
Rced-Bulwmkle Act, 354 
Registered bonds, 170 
Rejection of offer, 23 
Remote parties, 223 
Replevin, actions of, 7-8 
Representation {see Misrepresentation) 
Representative capacity, signing im 
196-197 

Resale, 128-129 

Resale price maintenance, 360-362 
Reciprocal trade agreements, 376 
Rescission, of contract for benefit of 
third person, 47; of contract of sale, 
131; of transfer of title, 129-130 
Restatement of the Lam of Contracts, 

Restrictive indorsement, 185-187 
Retention title notes, 175 
Revocation, of agency, 160; of offer, 23 
Robinson-Fatman Act of 1936, 360-363 

Sale, conditional, 314-315 
Sales, 86-133: artificial rules for ascer- 
taining intention as to transfer of 
title, 102-106; cash sale, 118-119; 
contract, 86-91; delivery and pay- 
ment, 120-124; destruction of goods 
sold or contracted to be sold, 107- 
108; express warranty, 92-93; how 
seller may retain control after ship 
ment, 113-115; implied warranty of 
correspondence, 96-97; implied war- 
ranty of fitness for purpose. 94-95; 
implied warranty of merchantability, 
95-96; im;died warranty^ of title, 93- 
94; importance of fimng time of 
transfer, 100-101; intention governs 
transfer of title, 101-102; order bill 
of ladixig, 110-113; remedies of the 
buyer, 131-133; remedies of the 
seller, 130-131; retention of posses- 
sion by sc^er, 119-120; rights of the 
parties, 125-133; sale and contract 
to sdl, 86-89; sale distinguidlied 
from other transactions, 89-91; sale 
by one not having titie^ 116-118; 
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sale of undivided share of goods, 
106-107; sale or return, 105; sales 
on approval; seller’s rights, 125-130; 
straight bill of lading, 110; tort 
liability of seller, 97-99; transfer of 
title, 100-108; transfer of title as 
affected by documents of title, 109- 
115; warranties, 92-99; who can sue 
for breach of warranty, 97 
Sales Act, Uniform, 34, 86, 87 
Secret partner, 238 
Securities Act of 1933, 371-373 
Securities Exchange Act of 1934, 372 
Security, agency as, 160-161 
Security Devices, 303-333 : assignment 
of mortgage debt, 324-325; chattel 
mortgage, 311-314; common law 
Hens, 303-305; conditional sale, 314- 
315; continuing guaranty, 332-333; 
contributions, 329; exoneration, 331; 
foreclosure, 325-326; form of mort- 
gage, 322; guaranty and suretyship, 
328-333; indemnification, 329; lien 
and title theories, 320-322, mechan- 
ics* lien, 308-311; mortgages on real 
property, 320-327; non-possessory 
liens, 308-319; pledge, 305-307; pos- 
sessory liens, 303-307; purchase 


money mortgage, 324; recording 
mortgages, 324; redemption, 326- 
327; sale of mortgaged real estate, 
325; subrogation, 330; surety and 
guarantor distinguished, 328-329; 
surety’s defenses, 331-332; surety’s 
rights, 329-331; trust receipt, 315- 
319 

Seller, remedies of, 130-131; rights of, 
125-130 

Seller’s lien, 125-126 
Servants, 134 
Service charges, 54 
Sherman Act, 356 
Shipping Act of 1916, 354 
Sight draft, 179 

Silence- not acceptance, 25; when de- 
ceitful, 38 
Silent partner, 238 
Simple contracts, 19 
Sociri Security Act of 1935, 370-371 
Special order contracts, 34 
Specific goods, 101, 102-103 
“Spent” document of title, 112| 

Stare decisiss 10-11 

State (see Government Regulation, Uni- 
form: state laws), police power of, 
344-346 


Statute, 13, of Frauds, 27-28, 88-89; of 
Limitations, 45 

Stock, authorized. 287; and bonds, 288; 

287-290; dassification of; 

9^ corporations, 287-291. 
292^298; issued, 287; shares and 
287-288; subscription 
to, 295-296; transfer of, 296-298; 
unissued, 287 

Stock certificate, definition of, 287-288; 

negotiability of, 297 
Stock corporations, 270 
Stoj^holders, and bondholders. 288; 
liabilities of, 269, 295-298; relation 
of directors to, 285-286, 287-291; 
nghts of, 292-295 
Stoppage in transit, 126-128 


Straight bill of lading, 110, 114 
Subjective impossibility, 81 
Subpartner, 238-239 
Subrogation, surety's right of, 330-331 
Substantial performance, 75 
Sunday, contracts made on, 53 
Superior courts, 17 

Supervening illegality, discharge of con- 
tracts by, 58-59, 82-83; dissolution 
of partnership by, 260 
Supervening impossibility, discharge of 
contracts by,i 81-83 

Supl'eme Court (see Government Regu- 
lation), jurisdiction of, 18; recent 
decisions of, 350-351 
Supreme judicial courts, 17 
Surety, defenses of, 331-332; distin- 
guished from guarantor, 328-329; 
rights of, 329-332 
Suretyship, 328-333 
Syndicate, 301 

Taft-Hartley Act, 367-368 I 
Termination, of agency, 141, 159-164; 

of offer, 23-24; of partnership, 258 
Time note, 168-169 
Time paper, 179-181, 201, 215 
Title (see Sales) 

Title theory, 320-322 
Torts, of agents, 152-153, 157; definition 
of, 1 note 2; liability of corporation 
for, 284; liability of principal to 
agent for, 141-142; liability of seller 
for, 97-99; of partners, 257; of 
servants, 150-152 
Trade acceptance, 171-172, 176 
Trade regulation (see Government Regu- 
lation) 

Transfer, of stock, 296-298; of title, 
Csee Sales) 

Transfer agent, 297 
Trust, business, 301-302; deed of, 322 
Trust fund theory of capital stock, 289- 
290 

Trust receipts. 315-319; Uniform Act, 
117, 316-317 

Trustee, in bankruptcy, 338-339; de- 
fault of, 318-319; instrument signed 
by, 197 

Tying clauses, 362 

Ultra vires contracts, 230, 283-284 
Unascertained goods, 102, 103-104 
Uncompleted negotiations, 21 
Undue influence, 41 
Unemployment insurance, 370-371 
Unifra: Bank CoUoction Act, 186-187; 
Bills of Lading Act, 109; Condi- 
tional Sales Act, 315; Negotiable 
Instruments Law, 14-15, 167, 174- 
182; Partnership! Act, 235-236,261; 
Sales Act, 34. j56, 87; state laws. 

Receipts Act, 117, 316- 
317; Warehouse Receipts Act, 109, 
305-306 

Unilateral: contract, 22; mistake, 35 
Unissued stock, 287 
Usage, 67-68 

^sury statutes, agreements violating, 
53-55 

Vague understandings. 21 
Value (consideration), 217-219; and 
new value, 318 note 2 
Vis major, discharge of contracts by, 81 
Void contract, 48 
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Voidable contract, 48 
Voidable preference, 339-3S0 
Voting trusts, 292*293 

Wagering agreements, S5-S6 
Wages, assignment of future, 61; 
minimum, 368-370 

Warehouse receipts, pledge of, 305-306; 
Uniform Act, 109, 305-306 
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Warranties (see Sales), 92-99; of as- 
signor, 63; of authority, implied, 
156; of indorser, 210-213; on sale 
of document of title, 113; sellera’ 
breach of, 132-133 
"Watered*' stock, 289-290 
Winding up, of partnership, 261 
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